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PREFACE 


Volume IT of the Report of this Commission purposely 
contained only the essential details of the data submitted 
by the railways, provinces, producer groups and elevator 
companies and the data and accompanying analyses assembled 
by the Commission. At many points throughout Volume I of 
the Report, it was stated that a Technical Appendix contain- 
ing the details of the data and analyses underlying the Com- 
mission's decisions would be issued subsequently. That com- 
mitment is fulfilled in this and the accompanying Volume of 
tue Technical Appendix. This volume, entitled Capital Costc, 
encompasses the details of all capital-related costing issues. 
The accompanying Volume, Non-Capital Costing Issues, includes 
data, analyses and conclusions relating to the other issues 


presented to the Commission. 


This volume sets forth the details underlying the Commis- 
sion's analysis and decisions regarding capital costs, as sum- 
marized in pages 67 through 105 of Volume I of the Report. 

The topics of those pages are examined in the same sequence, 
though the expanded discussion has required the identifica- 


tion of additional chapters and subheadings. 


In addition, this volume contains three detailed listings 
related to the Commission's hearings that were not included in 


Volume Ll of the Report... Schedule @ sea listing of submissions 


Xi7i 


and their sponsors for the initial and rebuttal neamiiige 
of the Commission... Schedule -Tll.is a listangpote tne 
spokesmen for each of the parties that appeared before 

the Commission. And, Schedule III contains an exhaustive 
listing of the exhibits submitted to the Commission duxiag 


the course of the Winnipeg, Regina and Orillia hearings. 


Xiv 


CHAPTER I 
COMPONENTS OF CAPITAL COST 


Throughout this Commission's Inquiry, the term capital 
cost has referred to the costs associated with the ownership 
of assets used in the transportation of Statutoryrgrain. 

This cost of ownership manifests itself as both a cost asso- 
ciated with the funds expended in acquiring the rights to the 
use of the assets, and a cost associated with the continued 
ownership of the assets. The first of these is generally re- 
ferred to as depreciation and the second as capital funds cost 
(Or, Somewhat erroneously, cost of money or interest). As was 
the case with some maintenance expenses, neither of these two 
costS may appear as a cash expenditure of the corporation dur- 
ing a single financial period. However, both are recognizable 
costs and represent the consumption of resources. Where such 
consumption does not coincide with a related accounting entry, 
the proper cost attributable to the period must be estimated. 


For clarity of the exposition which follows, we repeat here 


“with the specific exception of some debt charges which 
Whe bel discussed dater. 


This is consistent with the Commission's acceptance of 
"the broader economic concept of costs for this study" 


(see Report, Volume I, pp. 30 Sand= 34)% 


* 
the terminology defined in Volume I of the Report of thie 


Commission: 


® capital cost--the sum of the depreciation expense 
and the capital funds cost. 


e depreciation expense--the provision for recovery 
of the funds invested in depreciable assets. 


e capital funds cost--the cost of debt and equity 
funds including, where appropriate, a provision 
for income tax on equity funds (the capital funds 
cost is not a percentage rate, it is an absolute 
number of; dollars)% 


@ capital funds rate--the percentage rate applied 
against the net asset base to derive the capital 
funds cost (this, is) weighted average: of tie 
debt funds rates and equity funds rates, as dis- 
cussed later). 


Deprectacion Expense 


Depreciation expense arises from the amortization 
of an expenditure for the purchase of an asset which is 
expected to provide useful service for a period in excess 


kk 
of one year. There are several methods of estimating 


“Report, Volimest ;, Du oe. 

kk 
Some of the possible choices are: good-as-new method, 
direct appraisal method, arbitrary lump sum method, per- 
centage of revenue method, sum of digits method, declin- 
ing balance method, straight line method, multiple 
Straight line method, user straight line method, sinking 
fund method and present worth method. For a fuller ex- 
planation, of. these,‘ see Engineering Valuation and Depre- 
ciation, Marston, Winfrey and Hempstead, Iowa State Uni- 
versity Press, (Iowa, 1953). 


sewer A 
depreciation and several choices of asset values which may 


be chosen for amortization. Although depreciation can be 


associated with the condition and usefulness or value of 
physical property, it must be an estimated Quantity. This 
is because the ultimate Salvage value of the property and 
its remaining service life both lie in the future and cannot 
be known with certainty. Regardless of the method used to 
reflect depreciation charges in the accounting records on a 
year-to-year basis, the total cost of depreciation recorded 
in the corporate accounts will ultimately be the same. That 
is, it must be equal to the depreciation base minus the 
realized salvage value at the retirement. The various meth- 
ods of determining or recording depreciation differ only in 
the manner in which they distribute the depreciable base 
(depreciation base less estimated salvage value) over the 
useful life of the property. 


ee a ee ee er ee ss ee ee eee 


“under varying circumstances original cost, reproduction 
cost, replacement cost, combined current and historical 
costs, and salvage values have all been used as the base 
on which depreciation calculations were performed; also, 
single units of property and groups (continuous or vin- 
tage) of assets have been used. For further details, 
see Public Utility Accounting: Theory and Application, 
Janes E. Sueltlow, MSU Public Utilitiessstudiessy Michigan 
Ghate University, 1973. 


** the original, replacement or combination cost or value or 
any similar amount which is to be allocated or adjusted 


for depreciation. 


Capital Funds Cost 


The capital funds cost represents the ticdst Sl Wei PZ 
ing funds and may be related towmthe assets -of “eneecorpora— 
tion. Where a company borrows funds (through debentures, 
trust Gertificates, bonds, ‘etc .) for "the purchase wor case ces, 
the debt charges (interest) reflect the Capital funds “cost 
associated with that purchase. Where a company raises these 
funds through the “issuance of stocks “(preferred sor econmon, 
the return which the investor in these stocks requires 1s 
the capital funds cost associated with the assets purchased 


with those eiunds:. 


A company alSo may choose to purchase assets from its 
after-tax retained earnings. In this case, the funds are 
available for the asset purchases because they were not dis- 
tributed as dividends. As such, these funds have a cost sim- 
ilar to the cost of funds raised throughusteck issues. Tite re” 
because the alternative approach would be to distribute all of 
the company's after-tax earnings to existing shareholders as 


dividends and then to raise the required investinent funds in 


SS SS ee Sy re a Le Soe - eae | Sa (see fe aoe mee Anime Seen sous sins sep ee, come 


* 
That return will be reflected as dividend payments, capi- 
tal appreciation or a combination of both. 


4 * 
the equity market through the issuance of new stock shares. 


Irrespective of whether a company sells shares to receive 
Peon Ore ULI izes retained earnings in, tne form of Casi 1oOF 
the purchase of assets, the source of funds is not distin- 
guishable. When funds are transferred from cash-on-hand to 
purchases of assets, the accounting transfer of the dollars 
Goes not increase nor decrease the value of the company. 
The use of retained earnings to finance asset purchases cre- 
ates a cost which is embodied in an increase in the prospec- 


tive earnings expectations of the equity investors. Hence, 


if the funds are retained, they must earn an adequate return. 


The taxation treatment of capital funds cost varies 
according to the source of the funds. Generally, interest 
charges for funds obtained through debt financing are recog- 


mized as operating costs for tax purposes. Thus, they are 


In essence, the retention of earnings for purchase of 
assets results in an involuntary additional equity 
investment in the company by the existing equity share- 
holders. If such action on the part of the company is 
unsatisfactory, a shareholder may choose to offer his 


shares for sale. 


ane will likely increase the prospective value of the_ 
company and will provide an alternative revenue earning 
source for the company. But, the immediate effect will 


be no change in value. 


included with other costs such as wages, fuel and mainte- 
nance as a deduction from revenues prior to the Calculation 

of the tax liability. On the other hand, payments to share- 
holders for the provision of equity funds are not considered 
deductible expenses for tax purposes. They become a cash 
expenditure only when the company achieves sufficient reve- 
nues which cover all of its expense obligations (including 

the annualized depreciation allowance for previous asset 
purchases) and provide the additional after-tax dollars avail- 


able for distribution. to shareholders. 


The company must meet its debt obligations Lavoe Ts 
to remain solvent over the long run. Failure to do so could 
force bankruptcy, would likely jeopardize the firm's abijleey 
to obtain future debt financing and would certainly imply 
such a risk that future debt financing, if availeble, would 
be more costly. Payment of dividend= on the other han we 
a cash outlay which the company may defer or forestall. 
When such payments are deferred and when comparable funds 


a es ee ees See 


* 
These obligations may be deferred with the agreement or 
approval of the debt holder. Such approval usually occurs 
when the financial iposition of the firmelspoor tor whenwethe 
firm is unable to meet its periodic interest requirements. 
Under Such circumstances the debt holder may feel that his 
investment will be best protected through continued opera- 


tion of the company rather than throughoehis }forcing:. bank— 
ruptey, 


are not reinvested so as to increase the value of share- 
holders" equity in the company, then the value of the 
Stock is likely to fall and the terms under which the com- 
pany can generate additional capital funds will likely 
Cause an increase in the Capital funds. costs.. Also, sit the 
company does not generate sufficient revenue to provide for 
Euecareplacement.of existing assetsyas they areutebtiued, 
then thesvalue.of.the-.company's, stock will. likewise, fall. 

The fact that a company fails to pay dividends or re- 
invest comparable funds does not wmnean that a cost has not 
been incurred for the use of its equity funds. Such failure 
will be reflected in increased capital funds rates and suc- 
cessive loss of access to potential capital markets. Depre- 
ciation expenses must be viewed in exactly the same way. 
The fact that depreciation expenses do not manifest themselves 
as direct cash outlays does not imply that the company has not 
incurred a depreciation cost. such eosteas sre: lected in tie 
deterioration in the physical state of the assets and the dim- 


inishing of their future earnings potential. 


The task of this Commission was to determine the capital 
funds rate, the value of the gross and net asset base and the 
depreciation cost which would produce a reliable estimate of 
the "true" cost of the capital employed in the rail transpor- 


tation of grain moving under the statutory rates. 
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CHAPTER IT 
LEGISLATIVE AND REGULATOY BACKGROUND 


Capital funds cost is not identified as an item of ex- 
pense in the Uniform Classification of Accounts and the 
legislation affecting Canadian railways does not appear to 
set forth a specific methodology for the determination of 
an approved capital funds rate or a rate base (net asset 
base) to which it is to be applied. Past judgments, orders 
and regulations affecting the railways also have not pro- 
duced clearly defined guidelines for treating the capital 
funds cost component. However, the items of legislation 
and regulation affecting the railways do include references 


GO. thas ecost + 


The Railway Act 


kx 
In section 330 of the Railway Act, direction is given 


to the Canadian Transport Commission that: 


330. Cl), The Commrssifon \(Cve eva liwoy fecu- 
lation, prescribe for any of the purposes of 
this) Act.the iltemsS, and factors, 1.nciadingscne 
factors of depreciation “and tie "0st or capl— 
tal as provided in subsection 329 (1), which 
shall be relevant in the determination of 

CO StS yi aeuels 


San ror Classification Of AcCcolmts" 107 Clracs: .) Common 
Carriers by Railway, Board of Transport Commissioners for 


Canada, 1959. 


kk 
Ratlway sACt Rio 1c eso Sippel 


The reference to the previous subsection is: 


399. (1) In computing the costs of (tie under= 

taking of the company for the purposes of sec- 
tions 252 to 261, 264, 272, 276, 277, 227oye 
and this section, there shall be included such 


allowance on a periodic basis 


(a) for depreciation, and 
(b) in respect of the cost of any money expended, 
whether or not the expenditure was made out 


of borrowed money, aS to the Commission (CTC), 
seems reasonable in the circumstances. 


By explicit reference, section 276 of the Act requires 


that in the computation of compensatory rate levels, 


the Commission (CTC) shalt 


(6b) compute the costs of capital in all’cases by 
uSing the costs of capital approved by the 
Commission as proper for the Canadian Pacific 


Railway Company 
and in the determination of a fixed rate under section 273), 


the Commission,,(CTC), shall 


(b) compute the costs of capital in all areas 
by using the costs of capital approved by 
the Commission as proper for the Canadian 
Pacific Railway Company; 

Nowhere else does the Act specifically refer te the 


determination of, or inclusion of, a capital f£unds-cost 


component. 


In the words of the Railway Transport Committee (Committee), 


in Reasons for Order No. RG sade 


In the exercise of its power to prescribe 

cost items and factors, the Commission (CTC) 
has a broad discretion which is limited only 
by its duty to include such allowance for 
depreciation and cost of money (or capital), 

as to it seems reasonable in the circumstances. 
-.-. The words in section 329 (1), ..., means 
that the railways have a statutory right to 

an allowance and that the Committee has a 

duty to fix a reasonable amount in respect of 
that allowance. However, we are satisfied that 
in our discretion, so limited, we may allow 
depreciation or ‘cost of capital. on di Ltenent 
bases, or at different rates, for different 
purposes of the Railway Act. | 


Canadian Transport Commission 


The Regulations issued by the Committee in August 1969 
under Order No. R-6313 contained the following provisions 
for the determination of the capital funds cost: 


(3)° In computing ‘thercosts of thevunder— 
taking of the company for the purpose 
of Sections 253 (application for aban- 
donment). or 260. (application for, p1s- 
continuance), there shall be included 
an allowance for cost of capital as 
follows: 


(a) either 
(i)? >the rate -or return on capital 
excluding any allowance for 


income tax, which, in the opin- 
ion of the Committee, is 
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“canadian Transport Commission, Railway Transport Com- 
mittee, Reasons for Order No. R-6313 Concerning Costs 
Regulations, Order No. R-6313, August 5, 1969, published 
as Pamphlet No. 15, pp. 332 and353'5 
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(2) 


appropriate for Canadian Pacific 
Railway Company at the time the 
application is made, applied to 
the salvage value of the road 
property which the railway pro- 
poses to, retire 1f) tie: tine ts 
abandoned or the service discon- 
tinued, to an amount not exceeding 
the net book investment, computed 
on the basis of the group plan of 
accruing depreciation; 


Or 


Cif) stne rate. of retin on, Cacleaiee 
cluding any allowance for income 
tax, which, in the opinion of the 
Committee, is appropriate for the 
Canadian Pacific Railway Company 
at the time the application is 
made, applied to the net book 
investment of the road property 
which the railway proposes to 
retire if the line is abandoned 
or the service discontinued, pro- 
vided the applicant railway can 
develop depreciation charges and 
net investment calculations ac- 
ceptable to the Committee as 
reflecting the specific aging 
characteristics of the road 
property ; 


(b) the rate,of return, on, capital excluding 
any allowance for income tax, which, in 
the opinion of the Committee, is appro- 
priate for Canadian Pacific Railway 
Company at the time the application is 
made, applied to the net book value of 
all other property which the Committee 
is satisfied is required in the opera- 
Clon of the dine or Service, 


In computing the costs of the undertaking of 
the company for the purpose of Sections 256 
(determination of actual loss), 258 (claim 
for actual loss where abandonment is prohib- 
Led) “or 261..(computing actual loes tar 
passenger), there shall be included an allow- 
ance for ccost,.of secapital ag foll aug 
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(b) 
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the rate vot return on Ccacital exelud— 
ing any allowance for income tax, which, 
in the opinion of the Committee, is 
appropriate for Canadian Pacific Rail- 
way Company at the time the computa- 
tion is made, applied to the salvage 
value of road property which the Com- 
mittee is satisfied is required for 
purposes of continued operation of the 
line or service, to an amount not ex- 
ceeding the net book investment com- 
puted on the basis of the group plan of 
accruing depreciation; 


where the Committee is satisfied that 
investments in new assets are necessary 
for the continued operation of the line 
or service, there shall be applied to 
the net book value of such investments 
the rate of return onecapltal excluding 
any allowance for income tax which, in 
the opinion of the Committee, is appro- 
priate for Canadian Pacific Railway 
Company at the time the investments in 
new assets are made; 


the rate of return on capital exclud- 
ing allowance for income tax which, in 
the opinion of the Committee, is appro- 
priate for Canadian Pacific Railway 
Company at the time the computation is 
made, applied to the net book value of 
all other property which the Committee 
is satisfied is necessary for continued 
operation of the line or service.* 


Tic finding and, the corollary section 1equd pingsthe, cepa— 
ration of costs into four categories, the last of which was 
Menueqory 1¥ Cost,.being The cost of capital calculated on 
the investment and the rate approved by the Board," didynot 
bind the CTC to any specific rate base or rate of, returns 


ae pp. 434 and) 435. 


Im deciding not to include a fixed oF definitive rate 
of return on capital, the Committee did not leave the prob- 
lem totally unresolved. It decided to “adopt certain prin- 
ciples and constraints in the computation of (rateévot treturn 


* ° ° e . 
in the future. These six principles may be summarized: 


e the composite embedded rate of interest for 
outstanding Canadian Pacific debt will consti- 
tute the rate floor, 


e the calculated rate of return should include a 
return to equity capital which, due to higher 
risk, should normally exceed current market in- 
terest rates, 


e the return to equity capital should "acknowledge 
the liability for income tax on all earnings by 
equity capital regardless of whether the railway, 
as a system, paid income tax in that year,"** 


e for actual loss calculations, no allowance for 
income tax Should be made, 


e due to inert assets in the net’ investment of 
Canadian Pacific, the rate of return should be 
less than a rate obtained from a standard rate 
base-rate of return computation, and 


e "In assigning a rate of return, the Committee 
must again consider the various purposes of 
costing under the Act. For the rate-related 
Sections 4... ana ulor lapphicationesete tavandenr 
branch lines ... or discontinue passenger-train 
services ..., we have determined that costs shall 
be those of a "going concern', with normal depre- 
SreatCvoir.. = o * 
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These guidelines and regulations are transformed an- 
nually into capital funds rates of return by the Railway 
Transport Committee under the rate base-rate of return 


approach. This procedure 


identifies the debt portion of a railway total 
net book investment and assigns to it the 
corresponding interest costs. The residual 
Investment not covered by debt is presumed to 
be equity’ capital and receives’ alrate of return 
designed to reflect its relatively greater risk 
aS compared with bonded debt. This return to 
equity is then virtually doubled to account for 
the tax liability associated with it. The sum 
of these three payments, to debt (interest), to 
equity (profit) and to government (income tax) 
is related by ratio to the net book investment 
of the railway. That ratio 1s presumed stosbe 
the needed rate of return for all investment.* 


Application of Capital Cost in Canadian Regulatory Context 


For 1974, the CTC approved capital funds rates for 
Canadian Pacific were 8.90 percent with no allowance for 
income: tax and 17.04 percent including anal iowance for 
income tax. Later chapters of this Volume examine the 
development of these rates in considerable detail and re- 
late them to the process of capital funds rate determina- 
tion undertaken during this Inquiry. Given the CTC ap- 


proved capital funds rate, the railways ehenuassign ‘the 


ce a 
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variablespontion of the capital funds, cost (to trafiiLerimeve= 
ments under the various purposes of the Act. The Costing 
Manuals of Canadian National and CP Rail explain the pro- 
cedures utilized in developing this variable capital funds 


Cos Gs 


CP Rail generally develops variable capital funds cost 
in a three step procedure that is consistent with the guide- 
Iinesyset zoltoim, Cost, Orders Now wR-6313%5..First;y, the. gross 
investment in similar property accounts is related to the 
appropriate service units to develop gross investment coef- 
ficients. The gross investment coefficients are multiplied 
by the ratio of net investment (gross investment less accu- 
mulated depreciation) to gross investment to obtain net in- 
vestment coefficients related to service units. These 
latter coefficients are multiplied by the approved and ap- 
propriate capital funds rate to yield the variable portion 


of the capital funds cost identifiable with the specified 


* 
Schedule IV of this Volume contains a summary of these pro- 
cedures and related service units. 


xk 
The appropriate capital funds rate is dictated by the 
governing section of the Railway Act. 


service units. In «the area of specific costs, the ap- 
proved capital funds rate is multiplied directly against 
the calculated net book investment of the specifically in- 
volved assets to yield the total component (not a unit 


SoSt) Sor Capital funds cost. 


The Committee concluded that the present capital struc- 
turerot Canadian National should not be used as a basis. for 
developing a capital funds cost for Sections 252 to 261 of 
the Act. Since the Act requires that the Canadian Pacific 
rate be used for Sections 264, 272 and 276-278, the Committee 
directed that the Canadian Pacific capital funds rate be 
usedufor, Canadian National» for all costing purposes under 
the Nees k In developing the capital funds cost, CN combines 
a number of procedures, utilizing some CP cost data. Gener- 
ally, this involves the application of the CP roadway prop- 
erty net-to-gross ratio to the CP roadway regression model 
and CN equipment net-to-gross ratios to CN equipment 
gross investment coefficients with the results being multi- 


plied. by the approved CP capital funds rate, 
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“specific costs are preferred under the Cost Order and, in 
fois case, bepresent the capital, funds#cost dimecrly re= 
lated to an identifiable asset that is to be specifically 
costed (such as a passenger station); Op. Cit., p. 437. 
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The current procedures of CN and CP are fairly straight— 
forward. There is, however, one complicating factor in that 
the Committee requires that the approved capital funds rate 
"should be lower than a rate calculated by means of a conven- 
tional rate base-rate of return method" to account for "inert 
assets." " Conceivably, this could distort the capitals a 
cost component in the costing of a specific commodity since an 


mMarbificial” capital funds rate for all assets may Deva > ee 


to the investment base of a specific group of assets. 


The existing approaches utilized by CN and CP anGgyas-di— 
rected by the CT€ and Cost OrderoNo.. R-A313) aresnety eyed, 
means, the only approaches that can be supported from the 
logical foundations of economic theory and accepted practice. 
Most of the alternatives presented to this Commission have 
been argued before other commissions (such as the 1968 


Cost (inquiry). fand regulatory st ridumral si: 


The present practice of the CTC and the Canadpanere: le 


ways, as described above, is to develop the capital funds 
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cost through the rate base-rate of return approach. 


Previously, the Board of Transport Commissioners used an 
approach known as permissive earnings. Under this concept, 
tariff rates were permitted to exceed general operating 
expenses and fixed charges (such as debt obligations) by an 
amount equal to an allowance for dividends of four percent 
on preferred equity, five percent on common equity and a 
surplus which was to approximate a return of two percent 


pie coOtaie rarlr-investment. 


. ° . ° kx 
During the Cost Inquiry in«<1968, the Provinces 


advocated the adoption of the cash flow method of measur- 
ing capital costs. In essence, this approach suggests 

tia depreciation charges and “nypothetical costs CE -bor— 
rowing" be abandoned for all costing purposes. According 

to the Provinces, the cash flow requirements of the railways 
were the annual expenditures required to maintain a modern, 
viable plant (ive., “expenditures for purchasing new*or re— 
Building old ‘capital: equipment) plus ‘the iucterest ‘and “divi- 


dends needed to fulfill debt obligations and the expectations 
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‘ This is the procedure which was ultimately adopted by 


this Commission--though the values obtained by this 
Commission differed from those developed by the CTC. 
ys Here we refer to all ten Provinces; except where noted, 
however, our reference to Provinces means only Alberta, 


Manitoba and Saskatchewan. 


of shareholders. The Provinces contended that the cash 


flow method generally produces a lower estimate of capi- 


tal costs than the rate base-rate of retutn method storva 


slowly growing firm and that under this approach 


heavily utilized portions of the rail plant 
would be allocated more investment per year than 
lightly utilized portions or portions which are 
candidates for abandonment.* 


As noted in the Reasons for Order No. R-6313, the 


consultants to the CTC argued that the cash flow approach 


was circular such that a profitable railway could justi- 


fy high rates of return and, conversely, an unprofitable 


kk 


railway could justify only low rates of return. To 


the extent these rates of return affected subsidies and 


rate levels, they could then become “self-fulfilling” so 


that the effect would be contrary to the public interest. 


In stating their findings, the Committee agreed with the 
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(Wem re 


vinces of New Brunswick, Newfoundland, Nova Scotia and 
Prince Edward Island to Railway Transport Committee, 


p. SAe 


Oprece- tsp Pi. e358) 


. A * 
circularity argument of the staff consultants. 


During that Inquiry, the CTC consultants also advanced 
the so-called “sunk cost concept" for determining deprecia- 
tion charges on property proposed for abandonment. Under 
this approach, the railways' year by year forecast of capi- 
tal expenditures needed to maintain the property in operation 
would be used in lieu of depreciation charges. “Depreciation 
of any property which would continue in use elsewhere on 
the railway, and depreciation of salvage value, iff any, 


kk 
should be allowed." 


Canadian National agreed with this approach for actual 
loss calculations but argued that depreciation for assets 
other than uneconomic branch line properties and passenger 
car equipment on uneconomic services should be calculated on 
the basis of current replacement costs, rather than histor- 
ical «costss* «Invaddition, sthey argued ,uhatetierroaarprop— 
erty capital assets, for uneconomic lines to be continued 
in operation, should be taken out of the bailway capital 


accounts and all "future capital investments in the line 
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would be treated as operating expenses in the year in which 


that investment is made ... (and) would be financed by aivrece 


* 
subsidy." 


Canadian National also advanced the consistent use of 
current asset values for all capital costing purposes under 
the Railway Act: 

This, (they argued) would yield better investment 

valuations i'm the case of Canadian’ National? vand 

more reliable costs than data based on actual or 

estimated (historicalucostss fTheupdisitionioigtana— 

dian National is that book values based on histor- 
ical costs and conventional depreciation methods 
measure only the unamortized portion of the origi- 

nal cost of capital assets, which does not provide 

satisfactory asset valuations as reflected by their 

current economic value.** 
The Committee rejected this proposal as not of use for regu- 


latory purposes. 


The appropriateness of using an original (historic) or 
current value for the investment base was raised as an issue 
befone fthiseCommisston. AS will. (be déscribedolatersethe 
two valuation methods are essentially reconcilable through 
the. inclusionser exclusion of an sinflationupremium within 
the appropriate capital funds; rate. The CTC iprocedureseuns 
der Cost Order No. “R-6313, utilizes: an original (historic) 


valuation base for the determination of capital funds costs. 


* 
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Such a procedure implicitly incorporates the necessary 


allowances for inflation in the Capital funds vate. 


inverestingly, Regulations: 3.6) (a) () sangria. (ae £ 
Order No. R-6313 (quoted in their entirety atipages 1,512, 
and 13) specify the use of salvage value (up to an amount not 
exceeding net book value under group depreciation) as the 
appropriate asset base on which to calculate the capital 
funds cost component. Elsewhere in those Regulations, sal- 
vage is defined to refer to annually computed amounts. Such 
a procedure explicitly utilizes current economic values as 
the asset base so long as such value is below the original 


cost, net book value. 


It was against this general background that the Commis-— 
Sion and all- of the parties. to \this dnquipyeexpiored proce— 
dures for determining the applicable costing of the capital 
employed .in the transportation of grain Dy wotloe sine menain— 
der of this Volume examines the alternative measures of asset 
yalues; the impact of the cask of 9 medi popanspo Reation,,..cive 
capital structure and cost of funds wates capital costs jfor 
Canadian National, capital costs associated with the Govern- 
ment hopper cars and, finally, the issues relating to group 


depreciation and specific asset values. 
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CHAPTER] tint 
ALTERNATIVE VALUATION BASES 


The issue of an appropriate valuation base for the 
determination of capital costs has existed for several 
decades. The issue arises from the fact that prices and 
the purchasing value of money do not remain constant over 
time. Though the principle holds that both price increases 
and price decreases have impact on investment decisions and 
costs, it has been the preoccupation with the former which 
has generated much of the controversy. In periods of in- 
flation, the current price of replacement assets generally 
exceeds the original price of the retiring assets which 
they are replacing. This is generally true, despite tech- 
nological improvements which may have reduced the relative 
eosts of sproducing similar asséts. For “raviways, the prob- 
lem of asset price inflation appears more exaggerated than 
for many other industries because the units of railway 
property are relatively long-lived and because there have 
been few major technological advances in the railway indus- 
try - particularly over the past twenty years. 


*pypically, many units (such as freight cars and locomotives) 
are expected to provide useful service of 20 to 40 years 


while some are expected to provide in excess of .100.-years-of 


useful service. 
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Definrt1ons 


When referring to different valuation bases and price 
inflation, several terms are frequently used. Without pre- 
cise definition and unless all parties work from the same 
basic terms, confusion is bound to arise. During the hear- 
Pigs SuchconLusion did a ea To prevent this, we have 


summarized here, the necessary terms: 


e Original Cost: A recorded expenditure required 
to procure and install a unit of property when 
first acquired by the company, using prices and 
costs which prevailed at the time of acquisi- 
tion, +: slhis is_abso Known» asr"historicalscose= 


@e Replacement Cost: The estimated current cost 
(or cost prevailing at a specified evaluation 
time) of a new unit of property which will 
maintain the same level of service or capacity 
oG ian sexisting unit<of property. Under ‘the 
replacement cost concept the new units of prop- 
erty can be different from the existing property 
units so long as they will provide a service that 
is consistent with that which was provided with 
the original existing property unit. 


e Reproduction Cost: The estimated current cost 
of new units of property that are identical to 
the units of property now in existence. Some 
limits may be placed.on a strict interpretation 
of this concept since the passage of time may 
PReclude whe meproduction sof midenti~@al wires 5 


e General Price Level, Adjusted Cost) (GPEAC): 
The estimated cost of replacing existing units 
of property which is derived by multiplying the 
Onigsnal cost of all property taken together by 


* 
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a price index. A similar process wherein the 
Original cost of each property item is multi- 


plied by an appropriate cost index is referred 
Conmas Strended cost.” 


e Current Cost: Costs expressed in terms of dol- 


lars equivalent to the present purchasing power 
Of Pa.dor lay. 


@e Real Cost: Costs expressed in dollars of con- 
Stant Specified purchasing power. Under this 
concept, assets. purchased at ditferent points 
in time are all valued in terms of the purchas- 
ing power of the dollar at a specified point in 
time. Current costs are a specific instance of 
this, where the specified point in time is the 
current year... Other instancessor, real, cosh ican 
use previous years as the specified time: e.g., 
"dollars expressed in units of 1967 purchasing 
power." 


@ Nominal Cost: Costs unadjusted for changes in 


the purchasing power of the dollar--the anti- 
thesis of real costs. 


The Valuation Issue 


The basic issue before this Commission was whether it 
was preferable to develop capital costs on the basis of an 
original cost valuation base or on the basis ,ofjone,of the 
current value rate valuation bases. The word "preferable" 
is used because both cost of capital experts agreed that 
either valuation base could be used to produce appropriate 


capital costs. 
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sara Myron J. Gordon on behalf of the Provinces of Alberta, 
Manitoba, and Saskatchewan, assisted by, De. J. Be BU ton, 
and Dr. G. David Quirin on behalf of Canadian National and 
CP Rail, assisted by Dr. W. R. Waters. 


In their initial submission, the railways structured 


the valuation base issue in the following fashion: 


What flow of compensation, via the capital 
cost component, will be the minimum necessary 
to attract the required amount.of capital to 
iain outoue into the fuLure:... a multi- 
plicity of possible streams will perform the 
required capital attraction function ... all 
of these streams must be equivalent in terms 
of risk-adjusted real present value. The 
choice from among these possible streams must 
be made on grounds other than capital attrac- 
tion, since all are capable of performing the 
Capel Terraction tunclLion.. Possible bases 
for such a choice include the effective real 
Coste to customers, the dppropriateness of the 
matching between components of the income 
stream thus generated and cost responsibility 
SL vereicullar generations of cuStomers, and, 
possibly, the preservation of equity between 
different generations of shareholders.* 


This statement was made in the context of the general ob- 
Pecrivewor tie ftallways to find a rate of return which, 

ri Tigvewor thie conditions extant in 1974, would generate 
earnings on the rail investment related to grain transpor- 


EFatCiOnwSsurzictent to attract and retain capital needed “ta 


e . se ° ° * * 
Matneainethims aS ah ongoing enterprise," 


Against this foundation, the railways agreed that: 


There are thus two valuation base-cost of funds 
rate combinations which can attract capital in 
the face or anticipated inflation. These Are: 


* 
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the railways, 


cussion. 


(a) historical cost valuation with required 
nominal yields; 


(b) Current value valuation with required real 
yields.* 


The selection of a valuation base involves, among 
other things, a decision-as to where the risk, of 
unanticipated inflation will be borne. Where his- 
BoLtealecost valuation Irs used, tne, risk of wn= 
anticipated inflation or, more precisely, the risk 
that inflation rates will differ from those gener- 
ally expected, will be borne by investors. Where 
Current cost calculation is used, the risk dis- 
appears, because the costs of inflation are com- 
pensated for as they occur. The fact that risks 
of unanticipated inflation must be borne by share- 
holders in the former case means that there will 
be a risk premium in the former case, and that ex- 
pected real present values, prior to adjustment 
fom fCiek Wil 70C, Ordinarily be equal => 


Though disagreeing with the ultimate recommendation of 


choice between historical cost and current cost methods was 


predicated on the following three criteria: 


e the method should be logically consistent with 
the, purposes for which the cost estimates are 
being developed, 


e the chosen method should be least difficult of 
the alternatives to implement in practice, and 


e the method should be consistent with common 
practice in regulatory jurisdictions. 


& 
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the Provinces agreed with the prefatory dis- 


According to the position of the Provinces, the 


Though they contended that the satisfaction Gf tiesevenee 
criteria led to the adoption of historical costs, they did 
concur with the railways that either base could produce ac-— 


ceptable results: 


Tl will be acceptable to the investors 16 they 

are allowed the current required yield on the 
replacement cost of the assets that correspond 

to their investment. . ft whll also be acceptable 
Go “tiem If the corporation is allowed the required 
yield on the dollar amount actually invested, tie 
historical cost of the assets.* 


The basic approach adopted by the Provinces was: 


bO arrive at, a cost figure such that Lf the <con- 
pany Garned that rate of return on its existing 
assets and could be expected to earn that on the 
total assets in the future,.the cost figure iso 
determined which would involve the current in- 
terest rate on additional debt and the current 
Pese Oreedil ty Capital on additional equity 
CADCdl) ltawourd. find At was in the interest os 
the company or at least not against the interest 
Of tie company and its stockholders to undertake 
the additional investment in the facilities re- 
quired to carry grain that was found to be neces- 
Sanat 


Equivalence of Approaches 


Before proceeding to the discussion of the relative 


merits of adopting either the historical cost approach or 


—_—— 
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the current cost approach and the Commission's decision on 
the appropriate valuation to be used in this instance, it 

is useful to show the equivalence between the two approaches. 
In order to maintain the proper perspective, it must be 


emphasized that the question which is being asked is this: 


Is it possible to determine a NOMINAL capital 
funds rate (including an allowance for antici- 
pated inflation) which, when applied to the net 
asset base determined from ORIGINAL cost values, 
and combined with depreciation expense allow- 
ances calculated from the same ORIGINAL values, 
will yield the same sufficient funds in times of 
inflation, as will depreciation expense allow- 
ances calculated from CURRENT asset values and a 
REAL capital funds rate (reflecting time-prefer- 
ence but with no allowance for inflation) applied 
to net asset values determined from CURRENT cost 
values? 


According to all of the evidence presented to this Commis- 


sion, the answer to this encompassing question is YES. 


During the course of the extensive hearings into the 
resue-or capital eee * the Commission asked. Dr. OUIriIn 
to provide a "simplistic table" which shows what happens to 
depreciation and capital funds costs under the two rate 


basewvealifation concepts. ExhibitS R-61,, R-G2° and. k-635 were 
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“oF a total 36 days of hearings, all or part of 15 days dealt 
wathy this: issue. 


presented in response to this request and have been repro- 
duced as Schedule V to facilitate the explanation of this 


section. 


All three examples (i.e., example A: STABLE PRICES — 
HISTORIC COST VALUES; example B: RISING PRICES - HisTORLe 
cost VALUES; and example C: RISING PRICES - CURRENT COST 
VALUES) relate to an enterprise that has four shovels which 
cost $10.00 each, when new. At the beginning jof,theyfirse 
year, the shovels are evenly aged so that the first is brand 
new, the second is one year old, the third is two years old 
and the fourth is three years old. When new, each shovel 
has an expected service life of four years with no salvage 
value remaining at the end of the fourth year. Deprecia-— 
tion is calculated on a straight-line basis and the shovels 
are rented out “to someone who uses them to clean his barn." 
The rent consists of the depreciation charge plus an eight 
percentereturn on net Unvestment.,. In order to; Simp wer ase 
exposition, it is assumed that depreciation is "taken" on the 
Mast day of each year, the fully used shovel is retired ana 
end of that day and the new shovel to replace it is bought 
on the following morning at the beginning of the new year. 

* 
The shaded area always represents the amount of useful 
service life which has been "consumed" in previous years. 


Normally, 1/4 of this useful service life is expected to 
be consumed each year. 


kk 
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In example A (STABLE PRICES - HISTORIC COST VALUES), 
we can trace the history of each shovel. The first one was 
brand new at the start of year one and had a book value of 
$10.00. In year two this value drops to $7.50, $5.00 in year 
EPreepes 2550 in year four and at “the ‘end ‘of Year stour Tt cis 
all used up and replaced with a new shovel at the beginning 
of year five. The "depreciation throw-off" from that shovel 
is @2..50.*per year. For all four shovels combined the’ enter— 
prise has an annual "depreciation throw-off" of $10.00 which 
is used to purchase a new shovel at a cost of $10.00. The net 
book value of $95.00 remains unchanged each year, and at 
eight percent generates $2.00 per year of available net 


F xk 
income. 


Example B (RISING PRICES - HISTORICAL COST VALUES) 
also uses historical or original cost values. However, in 
this example it is assumed that the price of a shovel rises 
trom. sl0.00 to $11.00 at midnight on December 31-08 year one 
and all future shovel prices remain static at $11.00 from 
tmae point forward. In this case, the historical value-.ot 


the first shovel (beginning brand new) falls from $10.00 


ee ce ee ae | ee re ee ee ee ee ee ee ee 


* 
Notice that gross book value is $40.00 each year. 


“this net book value is shown as "Valuation Base," the 
first line below the illustrated shovels. The eight 
percent available net income is shown as "8% Return" 
five lines below that. 


to $7.50 to. $5.00, and. to $2.50 and then is replaced at 
$11.00. “Similarly, the second, shovel beginningsakry ieee, 
falls to $5.00 and $2.50 in successive years and is re- 
placed at SJ1.00 «in year four. Depreciating the increased 
historical value (i.e., $11.90) on a straight-line basis 
produces net investment values of $8.25 in the beginning 

of the second year after purchase (e.g., year 3 for shovel 
A), $5.50 at the beginning of -bhe third: year endiy? flan 
the beginning of the fourth year. The net book value of 
the four shovels, on a historical. cost basis, rises’ from 
$25.00 in the first year, to S$26.00.in the second .ieeiue eS 
in the third,,.$27. 25. in, the. fourth: and, $27.50: inn heart wae 
and sixth. Looking at the source and application of funds, 
we find that depreciation, based on historical book values, 
provides $10.00 at the end of year one for the purchase of 
the new shovel at the beginning of year two. However, with 
the price increase, this depreciation "throw off" is defi- 
cient by $1.00 in the provision of sufficient funds for the 
continued renewal of the assets. In the second year, with 
the depreciation provided from the historical cost value of 
one shovel at the new price and three at the old, deprecia- 
tion provides $10.25 for the purchase of the $11.00 shovel 
at the beginning of year three -- a depreciation shortfall 
of $0.75. As more and more shovels are replaced at the new 


higher price, this depreciation shortfall diminishes to the 


point where, in the fifth year, depreciation provides ex- 
actly sufficient funds for the purchase of the new shovel 
in year six. As before, the rental payment includes an 
allowance for a return of eight percent on net book value. 
With the gradual increase in this value, as the higher 
priced shovels replace the older shovels, the return rises 
Pon 2.00 to 52.08 to $2.14 to $2.18 during the rirer 
fom years and’ then Stabilizes at $2.20 in the £itth and 


sixth years. 


Example C (RISING PRICES - CURRENT COST VALUES) as- 
sumes the same $1.00 increase in the price of shovels on 
December 31 of year one as did example B. However, this 
example utilizes current cost values after the price in- 
crease. As a result, the revaluation of each shovel to 
the current value of the unexpired service life provides 
sufficient funds from depreciation each year for the sSub- 
sequent purchase of shovels so that the enterprise does 
not experience a depreciation shortfall as it did in ex- 
ample B which used the historic cost basis. Because of 
this the eight percent return on book value, which is now 
$2.20 per year, beginning in year two, is "protected." 
Notice, also, that in the example the real values have all 
been maintained through the use of current cost values in 


the face of the inflationary price increase. Prior to the 


onset of the price increase, the enterprise required a re- 
turn of $2.00 per year. Under the approach of example C, 

with current cost values, the enterprise receives $2.20 per 
year, which is equivalent to the former S200 after theme 


fect of the ten percent inflation has been removed. 


The net returns from Schedule V (shown as "8% Return" 
in each case), have been summarized in Table I. The com-— 
parison of the returns in each of the three examples has 
been shown in nominal dollars (i.e., current dollars of that 
year) and real dollars (equivalent to the dollar values of 
January 1 of Year 1). As is evident from a comparison of 
columns (3) and (4) of that table, the effect of the decline 
in the purchaSing power of the net income derived from the 
rental of shovels is to deteriorate those returns which were 
calctihated on the basis of historic cost values aiter the 
price increase. Notice that neither example A nor example C 
is affected by the relationship between nominal and real 
values. Example A is not affected because of the absence 
of any inflation in this case; example C is not affected 
because all calculations were derived from current values 


which incorporate the impact of inflation. With respect to 
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Comparison of Real and Nominal Net Returns to Book Values -- 
Under Different Asset Valuation and Inflation Conditions 
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Schedule V. 


example B, the railways explained the cause of the changes 


as follows: 


since the nominal cost of funds component is a 
constant fraction of the historical cost asset 
base,. lt -qrows at a rate which is less than the 
rate of inflation; (in Year 2) the price level 
rises by 10% but the cost of funds component 
rises by only 4% The result is a decline in 
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the real value of the cost of funds component, 

i.e., the provision for cost of funds in dol- 

lars of fixed earning power. The severity of 

this initial decline is a function of asset 

life. Here, Since 40% of net assetS are re- 

placed, the nominal cost of funds component 

grows by 40% of the inflation rate."* 

If we continue with the examination of Schedule V, the 
impact of the "one-shot" price increase and the resulting 
market "correction" can be seen more fully. The "Valuation 
Base" is the net book value of the assets, shown at January l 
of each year, and will constitute the rate base on which the 
8 percent return will be calculated. “Depreciation Funds" 
is the sum of the depreciation allocation for that year and 
is derived from the straight-line depreciation rate applied 
to the gross book value (historic or current, depending on 
the assumption used). As indicated by the arrow, these funds 
immediately become available for reinvestment in the purchase 
of the new shovel, as required each year. In example A, 
with no inflation, the source of these funds and their appli- 
cation are equal and.the level of capacity is perpetuated 


with no excess or deficiency of funds. This is also true in 


the third example, since the revaluation of the gross book 


* 
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value at December 31, at the same instant that the prices 
increase, will cause the Year 1 depreciation funds to be 
$11.00, equal to the funds applied to the purchase of 
shovels. In subsequent years, the current value of the 
assets (all valued. "as, if" purchased..at.$11.00 since that 
is their replacement cost) will generate sufficient funds 
for the continuation of the existing capacity. In example 
B, with a price increase but no change-over to current 
values, the funds available from Year 1 lag behind the funds 
required to perpetuate the capacity level of four shovels. 
As a result, there is a depreciation shortfall in Year 2 
which, if the company is to retain its present capacity, 
must be forthcoming from one of three sources: 

e retained earnings, decreasing funds availa- 

ble for distribution as dividends; 
@e new equity issues; and/or 


e debt financing. 


The impact of the use of each of these will be examined 
later. The shortfall in Year 3 is somewhat less, since 
the gross book value is expanding with the addition of 
higher priced shovels. By Year 6, the shortfall has 
disappeared with the depreciation from Year 5, based on 
all shovels purchased at the higher price, “sufficient: to 


purchase the new shovel. 


The return, which has been provided in the rental 
charge, is calculated as 8 percent of the valuation base 
(line BR This is equivalent to a capital funds» rate 
and represents payment for the provision of the invest- 
ment dollars represented by the "Valuation Base." The 
values of the "8% Return" line are summarized in columns 
(1a eee, fand «(6 )i oferable T.. The "Year “End* Valves oe 
Investment" are the Jan. 1 net book values repeated -- prior 
to deducting depreciation and adding the new shovel. The 
sum of these latter two components is the “Investor Funds" 
and represents the total dollars related to this enterprise 
which are "available" to the investor. That is, at the end 
of the year, as owner of the enterprise, he has title to 
those dollars. If this company were financed totally by 
equity, this amount would represent the sum of funds avail- 
able, for distribution as dividends iplus the ‘closing “price 


Orprnesstock.« Lor that. year, 


The question which arises from these data is: What is 
the dollar value of funds which someone would be prepared 
to supply in order to receive these "Investor Funds?" The 
answer tomthismis the "present value (at January “Pl ‘of each year) 
of the "Investor Funds," where the present value is found by 
discounting the "Investor Funds" by a rate which accounts 


for inflation and the time-preference of individuals (real 


capital funds rate). This amount is: shown as “invest. 
Funds at Jan. 1." This can be further decomposed into 

"New Investment," which is the depreciation shortfall which 
will need to be forthcoming to maintain existing capacity, 
and "Existing Investment," the residual amount obtained by 


subtracting the latter from the former. 


In example A there is no problem since the dollars 
that an investor is prepared to invest on January 1 of 
each year (line 9 below the diagram) on which he requires 
a return of 8 percent will be equal to the year end value 
of the investment (and the valuation base) of the previous 
year. Under these circumstances, the company will not have 
any problem in retaining its existing investors or attract- 
ficgtnew aAnvestors. ‘That is, the: amount. of *Exasting?iiivest— 
ment" and the amount of the previous "Year End Values of 


Investment" will be equivalent. 


In example C, except for Year 1, where no inflation 


existed and Year 2, when prices rose by 10 percent, all 


Such a rate which is the required nominal yield to attract 
anc) Hod capital wills be) equad) to), [Cig tek) (les i)-1] where 
'k' is the real capital funds rate and 'i' the anticipated 
Rarer ofPinilation, 


hee hice i COs}, then, ieee eG SA ele = k, which is 8% 


in this example. 


other years are straightforward and the company will 
have no difficulty attracting capital. For Year 2, the 
"Existing Investment" value corresponds to the valuation 
base of the previous year and the company will be able 
to keep its investors. The discounting factor for Year 
2 is 18.8 percent, based on the inflation rate of 10 
percent and the real rate of return requirement of 8 
percents “With no inflation, Year 1 18 the, same ag un— 


der example A. 


It is only under example B, in Year 2, the year in 
which inflation occurred, that we observe a breakdown 
in the system. In Year 2, the value of existing invest- 
ment (or the amount that an investor would be willing to 
provide to receive the "Investor Funds" available at the 
end of that year) would be $23.64. However, the year- 
end value of investment from Year 1 is $25.00. fThat is, 
existing investors would not be willing to leave their 
money "tied up" from Year 1] into Year 2 since they are 
being asked to provide more than they are willing, to 
receive the promised value at the end of Year 2. This 
results from the required yield of 18.8 percent for Year 
2 -- a yield to offset inflation and cover the real capi- 
tal funds rate requirement. As described in the railway 


submission: 


Its practical meaning is that no equity investor 

would pay the nominal value of the company's 

assets, elther as a whole or on a prorata basis 

-+- Under these conditions, the company will be 

Ufabne tO attract capital . 

There is no problem in subsequent years, as the 

income allowance and investors' required yield 

coincide.* 

The problem of Year 2 is corrected if the cost of 
funds rate is allowed to rise to 18.8 percent for that 
year. The results of this change are shown in Schedule 
V, page 2. Example D (RISING PRICES - HISTORICAL COST 
VALUES - NOMINAL CAPITAL FUNDS RATE). Note that with the 
increase in the capital funds rate the existing investors 
and new investors will be satisfied with their returns 
and the company will be able to attract and retain capital. 
This correction of the investors' required nominal yield 
when an historical cost valuation base is utilized such 
that the real yield obtained is equivalent to the yield 


which would have been obtained in the absence of inflation 


has been referred to as the Fisher Effect. 


Before leaving this point, we illustrate the data which 
leads the railways to conclude that the use of historical 
costs - nominal capital funds, though consistent with the need 


to attract capital, is more costly than the current value approact 


* 
Exhibit R-4, p. 22. 


To do this, we need only list the total capital icosSts. (de— 
preciation plus cost of funds) from page 2 of *Schedtihe: Vz 
These are summarized in Table II which shows that the total 
undiscounted cost of funds over the six year period for the 
Historical/Nominal case is $0.11 more than the total cost 
of funds for the period under the Current/Real case ($79.11 


79.00). 


We next point out the effect of providing the required 
new investment from the three sources referred to earlier. 
This is comparable to the analysis contained in pages 15 to 
18 of Exhibit R-4 which led the Provinces to rebut: 

re OUulrin Ss ciier, tr not Sole argument, in 

favour of determining the depreciation charge 

on the basis of the replacement cost of the 

assets consisted of tables and text (which) 

sseeare correct in’the trivial ‘sense that 

they are an obvious proposition: when a 

firm's investment outlays exceed its depre- 


ciation charge, the additional funds must 
come from Somewhere.* 


In general, we agree with the Provincial comment. 
However, we Should comment that the railway presentation 


was designed to illustrate that the depreciation short- 


fall could not be offset in any manner which would 


a 
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Capital Cost under Alternative Valuation Bases 
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permit the maintenance of existing capacity when using an 


historical valuation base and real cost of funds) rate. 


To this we agree. In Example D we have shown that 
in Year 2, the owners of the assets ($25) are willing to 
invest these for use for one year and a "new investor" will 
be willing to “put up" the required investment (deprecia- 
tion shortfall) because the return (which includes an 


allowance for inflation) is adequate. The source of this 


Se NG, re 


one dollar is immaterial. If it comes from the dividends 

of Year 1, then that would represent a logical decision on 
the, part of the dividend recipient of Year 1. , Similanly, 

if the funds were provided from either new debt or equity 
issues, the effect would remain unchanged, and each would 
represent a logical decision on the part of the investor. 

As to the fact that the issue of new stock dilutes old stock 
or that borrowing reduces the amount of net income avail- 
able for distribution as dividends, these effects and their 
impacts on capital structure, capital funds rates and equity 
share prices are all independent of the problems introduced 


Dy inelation. 


Finally, before leaving the examples of inehe tt Olas 
impact and market adjustments, we should comment on the com- 
pounding effect of continued. price,-increases. Inthe -exam— 
ples of Schedule V, the market adjustment in nominal yield 
was only required in Year 2, because of the incidence of in- 
flation at;midnighti of danvary do fi thabi«yearst arian ile 
were to occur) in) Year’3,, then it would be» necessary for the 
return of that year to be adjusted to include the real yield 
requirement, and the allowance: for inflation, according to 
the formula of [f(s 1) (1 + k)=—1)] as discussed Garlier. For 
simplicity ot lexpositaom, we have set all of the "steps" of 


the analysis of Schedule V as discrete occurrences. Where 


inflation occurs continuously, then the adjustment process 
would reflect this compounding. However, the principles of 
our example would remain unchanged. As illustrated in Ap- 


Penoax Tito Exhibit R=-4, 


"the continuous inflation case may be viewed as 
the product of a succession of one-shot doses of 


inte ta on.” * 

In’ the case where inflation is expected at arate of 10 
Percenc per year, and the real required return of investors 
was 8 percent, then an 18.8 percent nominal return every 
year, on an historical value eaee would provide sufficient 
funds for the continued operation of the company at existing 
capacity levels. Alternatively, an 8 percent return every 


year, on a current value base, would also yield sufficient 


funds for its continued operation. 
Discussion of Alternatives 


Given this equivalence in outcomes under both histori- 
cal and current cost values, the choice between the two 
valuation bases was undertaken in response to other criteria. 


In advocating the adoption of historical costs, the Provinces 


Feira (pan Ae ency RD prea ane Aa Rees SO SO AANA AEN OSD Kote, SD A SSE, TOD AS, CNet See 


“exhibit R-4, p. 83. 


advanced the three criteria referred to previously: 
@e logical consistency with purposes of cost 
ascertainment 
e ease of implementation 


@e accepted common usage 


The purposes of the cost ascertainment, according to 
the Provinces, was to establish the investors’ compensation 
requirements that would justify current investment and re- 
investment in the company. In their initial presentation 


to this Commission, they argued that: 


The argument sometimes advanced that only replace- 
ment cost leaves a firm indifferent between provid- 
ing a service and not doing so iS wrong. The rea- 
son is that historical cost valuation recognizes 
and incorporates replacement cost insofar as it is 
relevant to the firm's decision.* 


In support of this, the Provinces made the following addi- 


tionalsposants: 


@e the common practice of using a utility's embedded 
(1 es ewergited historical) cost of debt: rate 
does not deny the company access to future capi- 


i i se es ee ee 


* 
Exhibit AMS-2, p. 56. 


tal in the capital markets. Rather, since the 
embedded rate is affected by current borrowing at 
Current interest’ rates (in the weighting process), 
then the use of historical costs is both consis- 
tent and appropriate 


& the investment in new equipment at current rates 
1S not made more attractive nor less attractive 


through the use-of historic of currentavalues on 
existing assets 


e "if historical cost were adopted as the basis of 
valuation when the railway was established, its 
use would be consistent with the goal of having 
the railway make the investments over time that 
are required to provide service."* 


e "if replacement cost were expected to rise over 
time in relation to historical cost, investors 
would require a lower rate of return than they 
would require under histori¢als costs 244 


* Switching from historical to current: costs as 
the valuation base should not be made retro- 
actively, since the incorporation of “tie ex 
post difference between replacement and histori- 
cal cost in the rate base provides the company 
with’ a windfall’gain or loss. Tt’ serves no 


economic purpose."*** 


Odpiay, §* pu 58 - 
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Toads 
ates Interestingly, the Provinces do not claim that 
switching to current costs would be categorically wrong, 
but comment that if the change were made "for some reason, 
the change should not be made retroactively... Only the 
rise or fall in replacement cost relative to historical 
cost subsequent to the decision should be incorporated in 
the rate base." This is comparable to the@thybridiipro— 


posal of the railways. 


e the question of depreciation can be answered 
in a like manner, so that even where replace- 
ment of existing capacity exceeds the funds 
obtainable from historical depreciation, the 
company is still satisfied to replace the capa- 
city if it is earning its*Costioticapital, 
since the replacement is a prospective invest- 
ment decision, as discussed above, and the re- 
ENrnewild leibes onthe: nistoric waite: Of tite 
investment (which is undertaken in "current" 
dellars). 


In reference to the above points and the two examples which 
were offered in support of these, the Provinces concluded: 
It has just been shown that both historical cost 
and replacement cost valuation are consistent with 
the purpose for which we want to assign a cost to 

a company's assets.* 
When examining the ease of implementation, their second 
criterion, the Provinces state: 
There is considerable testimony on the difficulty 
of implementing replacement cost valuation for 
companies such as railroads.** 
In support of this, they refer to a statement made over 35 


years ago, "when replacement or reproduction cost was more 


* ° 
LbldGeep. 59. 
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widely used," concluding that the difficulties cited in the 
quotation "undoubtedly played a large role in the widespread 
adoption of historical cost and the abandonment of replace- 
ment cost in regulatory practice." in’ Spitevot the dif— 
ficulties and costs of implementing a replacement cost pro- 
cedure, the Provinces accepted that such a procedure was 


possible but that it was less desirable. 


Finally, the Provinces argued that in North American 
regulatory jurisdictions there was almost universal adop- 
tion of historical costs "in the regulatory determination 

: : KKK 
of the revenues required to cover capital cost." Noting 


that only the State of Ohio used replacement cost for 


* the referenced statement in Exhibit AMS-2, p. 55, is by 
Ben W. Lewis, in L. S. Lyon and V. Abramson, Government 
and Economic Life, (Washington: The Brookings Institu- 
tion, 1940), as quoted by Alfred E. Kahn in The Economics 
of Regulation, (New York: Wiley, 1970) Vol. 1, p. 39: 


"Tt is not too much to Say that. in terms of.cost, delay, 
uncertainty, and the arousing of animosity and conten- 
tion, the performance of the reproduction cost method 
falls. Jittle short, of a, public scandal; by. far the oreaver 
part of the grotesque and costly ponderosity which char- 
acterizes modern rate regulation is to be attributed 
directly and solely to the reproduction cost approach." 
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regulatory purposes, the Provinces concluded: "Therefore, 
the test of usage clearly argues in favor of historical cost 


: * 
asset valuation." 


During cross-examination, two exhibits were introduced 
by the railways dealing with the second and third of the 
Provinces' criteria. One of epeee |e was a reproduction of 
selected pages of the NARUC 1974 Annual Report, which pro- 
vides selective legislative information concerning the prac- 
tices and procedures in some 58 jurisdictions in the United 
States. When first introduced, the railways questioned 
whether this didn't indicate that more jurisdictions than 
Ohio utilized some information about replacement or repro- 
duction costs. However, further testimony and the rebuttal 
submission of the Provinces seemed to indicate that the use 
CESMAStorical cost was, in facts, "practicelly universal." 


In their summary statement, the railways seem to further 


dissolve this issue with the paragraph: 


ne a ee ee ee 
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Exhibit R-15; pp. 388-395 and cover of 1974 Annual 
Report on Utility and Carrier Regulation, National 
Association of Regulatory Utility Commissioners. 
KK 
Exhibit AMS-2, p. 54. In fact, some indication was given 
that even Ohio was contemplating the discontinuance of 
replacement costs as the rate base; see Transcr i ptpivad. 
27 eee. 2166. and 2167: 


Nor, it is submitted, is current regulatory prac- 
tice in the U.S. a valid guide in this proceeding, 
not only because this is not a regulatory proceed- 
ing (Tr. 6827-8), but because the current state 

of the regulated industries in the US. Fewhich 
feGlectséthatupractice.ais hardly an example to 

be emulated. (Tr. 5389-91, 5445)* 


The second exhibit was a copy of several notices of 
the Securities and Exchange Commission, Washington, D.C. 
regarding amendments to Regulation S-xX requiring disclosure 
of certain replacement cost data in notes to financial 
statements. The material in the document, which deals with 
Leplacement’ costs, at first came “as a great surprise” ito 
Drs popcorn.) However, he noted that, as yet, there was 
no experience with regard to the nature of the compliance 
with the Order and that there was a big distinction between 
development of these data for reporting purposes such as 
were contemplated by these regulations and the development 
of these data for determination of price in a regulatory con- 
text. In rebuttal, Dr. Gordon noted that the United States 
Federal Register (March 31, 1976, page 13-626), contained 
amendments to this Regulation S-X which freed companies from 


legal liability for misrepresentation of the replacement cost 


“summary and Final Argument of Canadian National and CP 
Rail, Cost ©f Capital Sectiony Pese2. 


zk ’ 
Pxieioit, R-9, 


*** >ranscript, VOllis Ube ps) Oe ou 


of assets, because of "the imprecise nature of replacement 


cest) information.” 


While dealing with this document, we wish to note 


further several passages contained therein: 


In requiring these data, the [Securities and 
Exchange] Commission is aware that it is requir- 
ing companies to make disclosures of costs which 
cannot be calculated with precision. They must 
be estimated on the basis of numerous assumptions 
which may vary over time and from company to com- 
pany and through the use of techniques which are 
not so fully developed that they can be standard- 
ized at the present time, if ever. This is be- 
Cause eStimates of current replacement cost must 
be made within the framework of each registrant's 
economic situation and because there are difficult 
conceptual and empirical judgments which must be 
made in the light of different specific factual 
circumstances in developing the data. Neverthe- 
less, the Commission believes that such data are 
important and useful to investors and are not 
otherwise obtainable. It feels that imprecision, 
if properly explained, will not make the data mis- 
leading. The Commission encourages registrants 
to supplement the required disclosures with infor- 
mation which management believes will be helpful 
to investors in understanding the impact of price 
changes and other current economic conditions on 
reported results... 

--- the rule covers new ground and requires sub- 
jective judgments in its application ... 

ee. This may include a discussion of possible 
EavVoOtravie eLufects of inflatton on the. ifm, suck 
as the benefits from repaying debt in.less valu- 
able dollars and the possible benefits of operat- 
ing leverage in an inflationary environment. 


* 
Quoted in Exhibit AMS-17, pp. 86 ‘and 87 and in Eranscrirpt, 
VOL. ts) De. 2aa5 2447. 


a certain Standards and guidelines for 
application of this rule may be developed after 
experimentation has taken place, it is highly 
unlikely that a totally uniform set of procedures 

Can ever be developed which will make the imple- 

mentation of the rule a mechanical process.* 

The railways, in their initial Submission, concluded 
that the objective of this cost ascertainment procedure was 
the determination of long-run economic costs and that, to be 
consistent with this, current value should be the basis on 
which depreciation is calculated -- since historical cost 
depreciation may not be consistent with the definition of 
long-run costs which "define the minimum level of revenue 
required to maintain output indefinitely... This is true 
regardless of what method is employed in determining the 

kk 
cost of funds component." Further, they argued: 

If possible, the current value/real rate combina- 

tion should be chosen, because it is cheaper, 

because it produces better matching of costs 

against output, and because it most closely re- 

sembles long-run economic costs.*** 


For these reasons, they concluded that the ideal calcu- 


lation of the cost of capital would be based on current 


“exhibit R-9;"pp.) 2, 3, and\4, emphasis added. 


*xx* 
Exhibit R-4, p. 50. 
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value depreciation, a current value asset base and a real 


Gost Gf equity. rate. 


Their conclusion that the current value/real rate was 
cheaper was based on the fact that the use of current value 
avoids inclusion of an allowance for the risk of the estimate 
of future: inflation. Under the historical cost.<case, inves— 
tors include an allowance for the possibility that the antici- 
pated rate of inflation may be incorrect, and this allow- 
ance makes that basis relatively more costly. In Support of 
this, they referred to the article written by Dr. Gordon: 
"Comparison of Historical Cost and General Price Level Ad- 
justed Cost Rate Base Regulation" in which he noted: 

The consumer is better off under price level ad- 

justed rate base regulation than under historical 

cost regulation 

and 

uncertain inflation with historical cost regula- 

tion increases risk to both the investor and the 

consumer with the full burden of the increased 

risk falling solely on the consumer* 
in detense, of. this, article and its) finding, thei Provinces 


argued: 


* 


The conclusions with regard to the consequences 

of GPLAC rate base regulation in the above paper 
were reached under very brave assumptions and 
represent the first analysis of the problem that 
has been undertaken. It is therefore premature 

to implement the policy recommendations implicit 

in the paper at the present time, particularly 
with the existing practice functioning adequately.* 


The railways further argued that, under historic costs, 


depreciation charges grow with a lag to price increase and 


costs are recovered doubly as investors are compensated for 


losses in the purchasing power of their income stream and 


are paid a return on the enlarged nominal asset base as 


assets are replaced: 


In effect, under historical cost, they (consumers) 
pay to avoid the effects of inflation, but ulti- 
mately must bear them anyway, thereby paying twice.** 


In testimony presented by Dr. Quirin and Dr. Waters to 


the Ontario Energy Board on a Fair Rate of Return for Union 


Gas Limited, February 1974 and cited by the Commissioner 


—_—— — 


om ee 


“exhibit AMS-I2,, Dp. 69 ‘and 90. the Svery brave assump- 
tions" were essentially that assets had an infinite life 
and depreciation was not an element of cost. 


**gxhibit R-4, p.- 26. The arithmetic examples which illus- 
trate this were presented in the earlier part of this sec- 
tion (See Table II). 


* . . 
during these hearings, in a section of that testimony 


entitled "The Need for an Inflation Adjustment," Dr. Quirin 


stated: 


What the argument overlooks, (the argument BON 3 
trended costs) in our view, is the effectiveness 
of the pricing mechanism in the capital market. 
Similar problems are faced by bondholders in all 
types of companies, not merely utilities, and by 
holders of government bonds. Their capital is 
returned in dollars which have lost a substan- 
tial fraction of their value, while the annual 
interest payment they receive is similarly fixed, 
more rigidly so in fact than the return which ac- 
crues to, wWtility stockholders. In view of the 
expectations of continuing inflation which have 
pervaded this continent for most of the last 
twenty years, how have corporations and govern- 
ments been able to continue to sell bonds? The 
answer is simply that yields have risen ... 

the higher ‘'interest' payments which result 
include what amounts to a partial amortization of 
the original investment, and, at least in the case 
of issues which are held by individuals, an im- 
plicit allowance for the fact that the partial 
‘amortization' payments are taxable as income. 

No "protection" is required for the bondholder, 
because he has adjusted the terms on which he is 
willing to lend money to protect himself against 
Ijthetaon., Lt 1s quite true, that there are 
bondholders on whom the risk of price level change 
mas fallen adversely... The fact that a loss 
emerges as the consequence of a risk freely ac- 
cepted does not, however, demonstrate that the 
premium paid for the acceptance of the risk at 
the time the contract was made was inadequate. 

It demonstrates merely that risks sometimes come 
Nome; Go vroost.';. Bondnolders as well @s utr 

ity stockholders have suffered losses in real 
wealth as a consequence of unexpected inflation. 
We see no reason why the latter should be singled 


* 
PoAdnaciiP tye yOl,. 20, DOs 7013—702 1. 


out for compensation, given that the risk was 
freely accepted: by Doth .272 What is ate issue 

In the choice of an original cost or trended cost 
rate base is the guestion of who will bear the 
risks arising from, Int larlone wis0 hoe Lone s 

it exists it must be borne by someone. With a 
trended cost rate base it is borne by the con- 
Suners; with an) origimal@eosterates base ittis 
borne initially by the shareholders ... 

But if the utility is°?to eéntinte* to "attract 
Capital, rates of return will reflect the risk 
borne so the consumer must pay in either case. 
see The possibility of saving the risk premium 
which will be associated with shares subject to 
Original cost regulation as a consequence of the 
inflation risk is the only basis on which the 
application of a trended cost rate base or simi- 
lar adjustments should in our view be undertaken. 
In the present context, a switch would create an 
immediate, totally unwarranted windfall for 
Shareholders. There might be ultimate savings to 
consumers, but they will be long-postponed.* 


Im responding to this, (Dru Owlein suggested=thare since 
undertaking that testimony, he had revised his conclusions 
and felt that there were other savings caused by the way the 
system happens to work. In reSponse to the Commissioner's 


question, the following answer was given: 


THE COMMISSIONER: Then, Dr. Quirin, if it makes 
no difference and no ineyuity results, why would 
one shift from an original cost basis to a trended 
cost or inflation cost basis? 

DRs JOUIRING® It “doesenot Wake *avdit ference in the 
ability of the company to attract capital which 

je TOUnUAkCthae @iscussion stheres 


Sor step poly gil s7 GLO. 
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This conclusion is clearly supported by the Provincial 


submission: 


It also has not been shown that the capital mar- 
kets will not provide the funds or that investors 
are being unfairly treated if the responsibility is 
left with the capital markets.* 


Because of the problems of determining a real cost of 
equity rate and because of the possibility of "windfall" 
profits resulting from implementation of the current value 
asset base and a real cost of equity rate, the railways 


recommended: 


For the time being, therefore, it is suggested 
that the cost of funds component be computed 
using historical costs and the nominal cost of 
funds.** 


For the future, they recommended a gradual change to the cur- 


rent value basis of determining the capital funds component: 


It is therefore proposed that provision be made 
for the incorporation of price level changes 
subsequent to December 31, 1974 into the valua- 
tion base for purposes of determining future 
adjustments in costs; market prices and yields 
should adjust to this modified basis of comput- 
ing revenue requirements by the time revenue 
adjustments become necessary. Any discrepancy 
between current values and historical costs as 


* 
Exhibit AMS-17, p. 89. 
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Exhibit R-4, p. 54. 
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of December 31, 1974 would simply be ignored for 
purposes of calculating the cost-of-funds com- 
ponent. AS present assets were retired, the 


valuation base would gradually be converted into 
@ full current value base.* 


Gone lusion 


The issue of replacement cost vs. original cost has 
been around for a considerable time now, and it appears to 
be Swinging full circle. As stated in Volume I of the 
Report, this Commission adopted the use of original cost 
Valuea in ‘determining capital costs of transporting grain 
by rail, because of: the problems inherent in determining 
a current value asset base and a real cost of funds rate; 
ne lack of justification for shifting the risk of Uunanti— 
cipated inflation from the investor to the consumer; the 
complications induced by existing income tax laws; and the 
fact that for 1974, the base year of our examination, the 
capital funds cost would be the same under both procedures. 
Ths. Gatter point’ and its relationship to” the postGiom of 
the railways is confirmed in the following exchange between 


Dre Gorden anc Drs Quzrin: 


ee A LR RL 


Rreade, pp. 54 and 55, emphasis added. 


**peport, Volume TIT, The Commission gon ithe iCostonot siuanc— 


porting Grain by Rail, pp- PS andr 6. 


tre railways' proposed "hybrid" solution would result in 


only depreciation being computed on a current value base 
foryeart 1974. 


aKkK* 


DR. CORDON: So therefore your proposal” NaswEete— 
vance only for the determination of capital costs 
in periods subsequent to the period in which it is 


adopted? 
DR OUDR IN: Yes 
DR. GORDON: And the Commission might take advan- 


tage of the proposal as a recommendation to be 
made to commissions that determine costs in the 


£UEULE?. 
DR. QUIRIN: Yes* 


As well, the final paragraph of the railway summary submis- 


sion, son the! topic°of Valuation of ASSets, makesec che came 


request: 


It is on these grounds that the railways submit 
that you should include a finding that a current 
value valuation base, as proposed in Ex. R-4, 


snoulabe.edopted .for che future. =* 

For the reasons cited previously, we did not adopt 
the use of current values for our cost determinations for 
the year 1974. By the same reasoning we have not found any 
compelling reason to recommend the adoption of this approach 


Por —Fucume costing of Ofain transportation. 


* 
Diaiiec ip, Vol 234 op 6586" 
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Summary and Final Argument of Canadian National and CP 


Radilpacost wor Capital Section? p? 33, emphasis added. 


CHAPTERS LV 
RISK OF GRAIN TRANSPORTATION 


One Cisk of Ganticipated and unanticipated inflation- 
ary price increases was one of the principal factors Dearing 
on the choice of asset base valuations as discussed in the 
previous chapter. In addition to this risk, the corporation 
and the investors in the corporation confront other risk 
factors and influences which affect the capital funds cost: 
This chapter deals with the relative risk levels of grain 
Eransportation when compared to the transportation of other 
commodities by rail, when compared to the nonrailway activi- 
ties of CP Ltd. and when compared to other companies in 
which the investors of CP Ltd. could alternatively place 
their. funds. The impact of riskiness. and risk—bearing) abil— 
ity on the relative proportions of debt and equity in the 
capital structure appropriate to.the costing wf grain) trans— 
portation by rail, and son. an appropriate costyof funds) rate 


for common equity, are discussed in subsequent chapters. 


Risk Categorization 


Though there is an overall "risk" that can be attached 
to virtually every activity and enterprise, this composite 
effect can normally be decomposed into identifiable risk 
elements. In the case of a corporation, the company and its 


shareholders have a total risk which can be separated into 


business risk and financial risk. The two are not indepen- 


dent but are multiplicative. 


Business risk can generally be defined as the proba- 
bility that the actual accounting results of a filam sc opera- 
tions will differ from the investor's expectations of Enoee 
results. Business risk is partly affected by extermaleana 
partly by imternal’ factors, It arises from the nature ae 
the company's operation, its pricing and revenue activities, 
and the market in which it operates. It is independent of 
the method (debt or equity) of financing, though it may be 
affected by the absolute or relative amount of financing. 
The possibility that the company could default on all or 
part of its obligations for interest payments and repayment 
of principal and any uncertainty about the timing of these 


payments will result in a business risk. 


The financial risk arises from the method of finaneing 
investments which is: chosen by the corporation)” Te%refers 
to the relative proportions of debt and equity (the degree 
of leverage) in the capital structure of the corporation, 
The use of debt or preferred shares in financing introduces 
a factor of variability in the net earnings and affects the 
possibility of bankruptcy, thereby influencing the risk of 


nolding form providing equity capital to the corporation, 


These two approaches to the explanation of risk were 
incorporated in the analysis of the participants before this 
Commission. However, no attempt was made to measure these 
risk factors separately. Instead, the Provinces and railways 
undertook several other approaches designed to measure the 


combined effects of these risk factors. 


Systematic Risk 


In their initial submission, the Provinces argued: 


the risk of an asset from the viewpoint of an 
investor does not depend simply on the vari- 
ability of its return. Rather, the risk depends 
on the covariance of the return with the return 
on a diversified portfolio of assets.* 


This view of risk is consistent with portfolio theory devel- 
oped in recent years and relies on the analysis of the var- 
iability of returns in two component parts. Previously, 
risk was usually measured by the variability of realized 


returns on the funds invested in a company. This vari- 


ability, commonly measured as the statistical variance of 


Exhibit AMS-2, pp. 63 and 64. A footnote to this section 
refers the reader to numerous articles in the Journal of 
Finance, the Financial Analysts Journal, and other theoret- 
ical and applied journals which developed and analyzed 


this reasoning. 


returns about some mean or trend, relied on past variabil- 
ity being representative of future variability. The logic 
was that a company which had exhibited past variability of 
returns introduced a degree of uncertainty into future ex- 


pectations of returns. 


As enunciated by the Provinces, more recent portfolio 
theory holds that part of the variance of the returns is 
due to, or identifiable with, general market conditions. 
These conditions exist externally to the firm; they reflect 
general business cycle conditions, political and climatic 
conditions) iand “impact ‘on the fortunes (and “returns) "GF ald 
firms -- to a greater or lesser degree. The other part of 
the variance of returns is peculiar to the abilities and 
policies of each company. This unique risk is generally 
independent of the general market movements and is clearly 
independent of the peculiar risks of all other companies. 
This latter part of the variance of returns is usually re-— 
ferred to as diversifiable or unsystematic risk, while. the 
former, market-related variance is referred to as non- 
diversifiable or systematic risk. The importance of this 
decomposition is that as long as the diversifiable risks of 
different firms are uncorrelated, then an investor can avoid 
this risk by maintaining a sufficiently large (and hence 


diversified) portfolio. In effect, the unsystematic risks of 


all the other Companies offset the unique risk of a single 
firm so that the net risk becomes zero. This is essentially 
Eneepertectly compe vit ive capital markets (PCCM) model. The 
exact number of stocks which are required in the portfolio 
is not particularly critical to the analysis of the Provinces 


° . * 
though the submission refers to one source which Supports 


the contention that: 


--. the importance of unique risk is rapidly re- 
duced, even with very few securities in the port- 
folio. Given this phenomena and the dominance of 
medium and large investors in the marketplace, 
almost all professionals believe that it is the 
presence of nondiversifiable risk that causes in- 
vestors to demand a higher return and unique risk 
has very little impact on the rate of return inves- 
tors require for holding a security.** 


The market-related systematic risk is measured by the 


kKkK* : . iy 
Beta coefficient (B). This measures the sensitivity or 


susceptibility of ‘the réturns of a tsingle security "to -move— 


ments in the returns of all securities (or of the returns 


es ae ae ee ere ee ee 
ee ee 


“Elton and Gruber, International Capital Markets, North 
Holland Publishing Company, 1975. 
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* statistically, for the returm.RYs ofra particular firm 
'i' and the return 'Rp' of the market portfolio, 
Bi = Cov (Ri, Rp). and 
Var (Rp) (Eq. 1) 
Var (Ri) = pare Var (Rp) + Var (ui) where "Var (Ri)' is 
the expected variance of the return TRO sand lVar (ul) - 
is the unique part of the variance of the return CE Pf Pm 
‘ij tpeeNotée that ardiversified portfolio is predicted to 
remove the individual effect of ‘Var Cia): ee 


= ie 


of securities in a diversified portfolio). Though Beta 

may take on a range of numerical values the pivotal values 
of Beta are zero and one. At one, the Beta value implies 
that the nondiversifiable variance of the returns of a 
particular company are perfectly correlated with the returns 
of the market portfolio, such that a one percent decrease in 
the return of the market portfolio will be accompanied by a 
one percent decrease in the return of the company under 
analysis. A Beta of less than one for a particular company 
indicates that its returns are less variable than those of 
the market. A Beta value of zero means that if the market 
return increased or decreased by any amount over time, it 
would not result or be reflected in any systematic change in 
the returns of the individual company. According to the 
Provincial submission, Beta may be determined as the slope 
coefficient of a regression of expected returns on a stock 
against the differential of the expected return on the 
market portfolio over the return on short-term government 
bonds. Using the same notation as before (footnote*** pre- 


vious page) 


Re SOR ot iB. (RA SER. >) (Ed's. 22) 


where "Re! represents the return on an investment in a risk- 
free asset whose returns are certain--such as a short-term 
government bond. On the topic of the relationship between 
required return and risk, they said: 


a ee 


it is linear and if Beta measures Riskvatien 
the straight line passes through the return on 
a government bond (Beta = 0) and the return on 
eemMatke ts andexs (Betas =eul:) 2 


Diagrammatically, this theoretical relationship may 
be represented as shown in Figure I. Current evidence 
OT 


FIGURE: d 


Theoretical Relationship Between 
Required Return and Risk 
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: ibi pou) age 150e-2 ek footnote to, this page re; 
eas ig Beis evidence which finds the fitted 
regression line slightly above the government bond rate 
So Geta = oO. A. further review of research in chis area 
may be found in Jensen, M.C., "Capital Markets: Theory 
and Evidence," Bell Journal of Economics and Manage- 


ment Science, Autumn, 1972, pp. 357-398. 


ene = 


seems to suggest that, depending on the estimated value of 
Beta, the empirical estimate may over- or underestimate the 


true theoretical relationship. 


The rebuttal of the railways on the use of Beta for 
the assessment of risk was quite detailed. Citing one 
Loy 2 review, the railways observed: 

Evidence employing Beta coefficients has been 

presented in a number of proceedings..., but 

commissions have generally preferred to rely 

on more conventional approaches.** 
Further, they argued that the theory was being used to de- 
velop inferences about an individual security and that many 
of the tests of the hypothesis, cited by the Provinces, 
were for portfolios and were irrelevant. One reference 
cited by the railways in both their cross-examination of 
Dr. Gordon and their rebuttal testimony found that only 36 
percent of the variation of subsequent period Betas for an 
individual security could be explained on the basis of 


prior period Betas, leading the author to state: 


* 

Myers, S.Ce, lhe Application of Finance Theory to Public 
Utility Rate Cases," Bell Journal of Economics and 
Management Science, spring 1972, pp. 58-97. 


k* ; 
EXD TDi eR =30. 0. oO: 


The large magnitude of unexplained variation 
may make the beta coefficient an inadequate mea- 


sure of risk for analyzing the cost of equity 
for an individual firm.* 


: 5 f ** 
Citing a considerable number of additional references, 


the railways argued that sufficient evidence and empirical 
findings exist to suggest that either the PCCM theory or 
the alternative, which includes other factors of risk ,1can 
be argued as appropriate; but neither can be conclusively 
aceepted., ;Finally; three referéness to the efficacy of 
uSing Betas were summarized by the railways, with the 


truncated quotation: 


———— ee 


* 
Blume, Marshall E., "On the Assessment of Risk," Journal 
of Finance, Match, 1197, p. Oi p5(alsoprastex nib 2 he). 
zk* 

Douglas, G.W., Risk in the Equity Markets, an Empirical 
Appraisal of Market Efficiency, Ann Arbor, University 
Mycnofilms;, L068 Lintner, (3. 7 Secumteyerercespenisk, 
and Maximal Gains from Diversification," Journal of 
Finance, December 1965, pp. 587-615; Friend, I. and 
Blume, M., "Measurement of Portfolio Performance under 
Uncertainty," American Economic Review, September, 
1970, pp. 5612-575; Miller MoH and: Sechotes me, 

"Rate of Return in Relation to Risk: A Re-examination 
of Some Recent Findings" in M.C. Jensen (ed), Studies 
in. the Theory of Capital Markets, N.Y.*, Praeger "1972; 
(also, as Exhibit, R-16)), 

Rene, M.E. and Friend, Iz, “A New Look 7alsthe Capital 
Asset: Pricing Model ,"\ Journal) of Finance,” Mareh,” 19797, 
pp. 19-33; Breen, W.J. and Lerner, E.M., "On the Use 
of B in Regulatory Proceedings," Bell Journal of Eco- 
nomics and Management Science, Autumn, 1972, pp. 612-621; 
and Myers, S.c., “On the Use of B in Regulatory Proceed- 
ings: A Comment," Bell Journal of Economics and Manage- 
ment Science, Autumn, 1972, pp. 622-627. 
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the real problems in using Beta in a regulatory 
proceeding, ... are as follows. 

First, Beta cannot be measured precisely... 
Second, Beta may not be stable... 

Third, the capital asset pricing model may 

not be the whole story about risk and return, 
on either a theoretical or an empirical bda- 
sis... Ltewould) bes foolish; given Ehempresene 
state of knowledge, to propose (the fundamental 
equationwof the model).as.a complete basisp£or 
regulation.* 


Unfortunately, the choice of quotation by the railways 
omitted the subsequent two sentences of the original para- 
graph: 

On the other hand, the fact that the model 

may not be exactly true does not mean that it 

should be thrown away. A good case can be 

made for the use of Beta's as part of the evi- 

dence in regulatory proceedings.** 

This Commission agreed that evidence on systematic 
risk was both acceptable and useful in examining the appro- 
priateness of the capital structure to be employed in the 
development of the cost of funds and the appropriateness 
of a cost of equity funds rate. However, we emphasized that 
this evidence needed to be both consistent with, and sup-— 
portive of, other information and empirical evidence. On 
the issue) of) risk and equity return, we found (sufficient 


evidence and persuasive argument to lead us to 


i a i es a a ss 6 ee 


MWYEra, CsstyOps Cilt., DD. G26 and 627. 
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reject the approach taken by the Provinces in converting 
statistical measures of Beta into effects on the Cost Of 
funds rate. At the same time, we found the theoretical and 
empirical information to be useful in testing the general 
consistency and applicability of all other information 
regarding risk and cost of funds rates applicable to the 


transportation of grain by rail. 


In agreement with the latter quotation (previous page), 
we used the Beta information to assist in our determinations 


but did not accept it as the core of our determinations. 
Risk Of CP Rail's Grain TranSportation Service 


Both the railways and the Provinces agreed that the 

risk of CP Limited, CP Rail, and CP’ Grain could be dtererent 
and both agreed that where the risks differed, it would be 
appropriate to develop independent capital funds rates and 
eosts. As an ‘extension o£ this;ubath ag recd es ciatect re use 
may be appropriate to develop a capital funds cost for a 
division.of a company that is different sftromethat lot othe 
parent company. However, the findings about the relative 


riskiness of each entity and the manner in which each party 


come ee ae re a es | ee ee a es ee er me nee ee 


“transcript, VO bw ekO pie, allo — bere ExhLb bi -R=Ayr pp 545 
ana 46, Exhibit AMS-17, p. 151 and Summary Argument Of 
Canadian National and CP Rail on Cost of Capital, p. 12. 


Sie 


translated this into’ a capital, funds cost diitered. 


Given this agreement, the next logical. step in, the 
process adopted by the Provinces would have been to obtain 
the market Beta statistic for CP Rail's grain transporta- 
tion service -- CP Grain. However, since CP Grain is not a 
separate, publicly traded company, the lack of stock 
market information precludes the calculation of a separate 
market Beta statistic for the grain traffic alonees Cone 
fronted with this, the Provincial analysts turned to the 
development of a suitable surrogate. Here the Provinces 
referred to "a great deal of Ligerature’ 5° which addressed 


the question of the relationship between "fundamental 


* 
For these same reasons, a Separate market Beta statistic 
cannot be developed for CP Rail. 


Ball and Brown, "Portfolio Theory and Accounting," 
Journal of Accounting Research, Autumn, 1969, pp. 300- 
323; Beaver; Kettler and Scholes, “The Association Be-— 
tween Market Determined and Accounting Determined Risk 
Measures," The Accounting Review, October, 1970, pp. 
654—-82> Gonedes, NwuJd., “Evidence on the Information 
Content of Accounting Numbers: Accounting-Based and 
Market-Based Estimates of Systematic Risk," Journal 

of Financial and Quantitative Analysis, June, 1973, 
Bp. 407-443, (also as Exhibit R-59); Thompson, Dw, 
Pecunceseol Systematic Risk in Common Stocks -" Fatrnal 
of Business, April, 1976, pp.. 73-88; and Gordon, Myron 
Aldana! penn ;ePauk,i*Cost.of Capital for @ Division of 
a Firm Journal “of "Finance, September 1974, ‘pp. 
LISs-TrGoyeCalrso, as Exhibit R=1'7) . 


characteristics of a traded company" and its stock market 


or security Beta statistic: 


In almost all of the empirical research, the 
variable which Shows a strong association with 
Stock price Beta is the so-called earnings 


Beta.* 
This earnings Beta quantifies the relationship of a com- 
pany's earnings with those of all companies in the economy, 
and rests on the strength of the relationship between a 
company's stock price and its earnings and the correspond- 
ing relationship between returns to a market portfolio and 


their earnings. 


A look at the market Beta statistics for CP Limited 
and several companies in which they have substantial hold- 
ings shows that they are centered about 1.0 (see Table 
III). These results led the Provincial analysts to con- 


clude: 


their business fortunes are highly correlated 
with each other and business in general. — How-— 
ever, thencP Rails) Grain’ tratrie wepends on 
the grain crop in, the area it serves, and ic 
is reasonable to believe that the crop farm- 
ers' (sic) plant and harvest is independent 

of business conditions. Therefore, it 1s 

hard to believe that its Beta could be much, 
if) ate aldy, above! Zero. ** 


a AE TN A OE SD RT ET AE SE SS SE SCD 


Shit AMS=17> pen Looe 


** exhibit AMS-2, p. 65. 


seen 


TABLE. Tif 


Market Beta Statistics Based on Holding Period Return 
from January 1964-Through December 1975 

for CP Limited and Companies in Which 

They Have a Substantial Interest 


Fg 
| Beta | 
| a ee ah ka 
Company | ake | | Correlation 
| Estimate | Standard | Squared 
| | Deviation | 
_ hae Aeon vet hes :y0 | 5 1'2 SoS | 
| | | 
| bakG | oa 5 | eon 
| | | 
Algoma Steel | noo | 22.0 | ore 
| | | 
Cominco | £05 | «18 | -44 
| | | 
Great Lakes Paper | P2350 | a2 | a4 
| | | 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| CP Limited 
| 

| 

| 

| 

| 

| 

| 

| 

| Note: Beta is the regression coefficient obtained by 
| regressing the holding period return on each 
| stock on the Toronto Stock Exchange Index ex- 
| pressed as a holding period return. The hold- 
| ing period return is measured by quarterly 

| Change in price divided by initial price. 

| 

| Source: Exhibit AMS-2, page AMS-P7.1. 

| 


To test this hypothesis, the Provinces took the 
percentage change in net income (to common) for Algoma 
Steel, Cominco and Great Lakes Paper and regressed these 
against the corresponding figures’ for all. industrial cor- 
porations, to obtain a Beta-type statistic based on earn- 


ings growth. These results are: included im Table Iv, from 


ee at ee ee ee 
a ee 
—— 


ee ee 


TABLE IV 


Earnings Beta Type Statistics for Certain Companies 
1n Which CP Limited Have a Substantial Interest 


| | 
| Beta | 
| | 
Company | ‘a Tei eCorrelapion 
| Value | Standard | Squared 
| | Error | 
AD eae See CED) | ae | a: 

| | | 

Algoma Steel Aeon oe sie) | -08 
| | | 
Loe evey Pt 49 | ae ie 
| | | 

Great Lakes Paper LY ’ 2aoar 4 T2s0.0 | 
| | | 


Note: All data is based on annual figures for 1950- 
1974. For Algoma Steel, Cominco and Great Lakes 
Paper, income to common after taxes was used. 

In every case, the regression is on net income 
to common after taxes for all industrial corpo- 
rations. 


Source: Exhibit AMS-2, page AMS-P7.2. Data based on 
Statistics Canada 61-003 (reproduced in AMS-2 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
Ago Hay | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
at page AMS-P7.3). | 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| Cominco 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


which the provincial experts concluded: 


It is clear that these companies all have high 
earnings growth Betas. When all corporations 
do well, these corporations tend to do very 
well; and*vice versa. * 


TS 
a A AT 


* 
Potdiiye b>. 66. 
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* 
When the same statistic was calculated for CP Rail, its 


resultant earnings Beta of 0.64 was substantially below 


those of each of the three other companies. For CP Grain 


a 


x* 
Beta-type statistic was computed on volume and was 


found to be - 0.24 (See Table V, p. 83) with a large stan- 


dard error, indicating that it was not significantly dif- 


ferent from zero. The Provinces concluded "(t)he CP Rail 


kkk 
grain traffic has no systematic risk," and that: 


sos CP Rais’ Ss income from traffic other then 
grain fluctuates with corporate profits, but 
with a smaller amplitude. CP Limited income 
from other operations..., fluctuates with 


* 
The complete series of CP Rail's net income from rail oper- 
ations after fixed charges and taxes was not available 
back through 1950, so the rail earnings after taxes, but 
before fixed charges, was used. It was expected that the 
use of the earnings after taxes and fixed charges would 
have produced a Beta that was somewhat higher -- "but not 
materially so." Exhibit AMS-2, p. 66. 


kk 


*x* 


Grain shipments, measured in tons, was expected to be 
highly correlated with net income from grain shipments, 
Since the tariff rate was unchanged through the entire 
per tod retomtne extentethat costs fluctuates finomnivear 
to year with business conditions, then net income from 
grain would be expected to be inversely correlated with 
all other corporate profits. 


* 
Lows 
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the income of all corporations, and with a 

greater amplitude in many cases. Fimally; 

income from grain traffic is quite indepen- 

dent of income from business in general.* 
On the basis of this finding of relatively low risk, the 
Provinces argued for a substantially lower fraction of 
common equity in the proposed "CP Grain" structure than was 
tonve Jround sin ‘the “capital “structures -df either CP’Rail or 
CP Limvtéedis( acditscussion-of this argument is contained’ im 
themnexsth chapter). “Also, on the basis of this analysis*of 
risk, the Provinces adjusted their calculated cost of equity 
capital for CP Grain. That is, the lower risk (measured by 
the Beta-type statistic) for CP Grain, when compared to the 
publicly traded CP Limited, dictates that the equity funds 


rate appropriate for CP Grain should be somewhat lower than 


that of. CP.Limited. 


The railways had no fundamental disagreement with this 


approach: 


Tf, it (rail) mere lese (more), Yisky;- a owen 
(higher) cost rate might be justified; a lower 
rate might also be justified if rail earnings 
were uncorrelated with non-rail earnings and 
contributed. to:.a, reduction in the) riskiness 

of the combined operation via a diversifica- 
Buen erect .* * 


a a a, a re 


* 
Hence. OD. 66 and 6/4 


zk * . 
Exhibit R-4, p. 45. 


SO = 


However, based on their examination of the variability of 
income from rail and nonrail operations they concluded: 

the hypothesis that rail operations are lower 

in risk than non-rail operations, or that they 

contribute to a reduction in the riskiness of 

consolidated operations, must be rejected.* 

In their rebuttal submission, the railways argued that 
the only evidence submitted by the Provinces to Support the 
relationship between the market or security Beta and the 
earnings Beta (the Beta-type statistic based on the variance 
of net earnings) was the data for the three CP Limited 
subsidiaries included in Tables III and IV. The rail- 
ways argued that this information led to the following im- 


plied. (though statistically weak) relationship: 


Beta aa eak = 0.710 + 0.164 Beta earnings (Eq. 3) 


In other words, though directly related, the market Beta 
could not be accepted as directly proportional to the earn- 
ings Beta. The implication of this, as interpreted by the 
railways, was that the comparisons of Table III and the 
Beta statistics for CP. Rail ‘and CP Grain) (See Table Vp. 839) 
could not be accepted without some alteration. Whereas the 


Provinces had used earnings Betas directly, without adjustment, 


—_————— 


* ° 
Toddue, ps 46 


as eStimates of market Betas, the railways argued that their 
computed relationship should be used for adjusting earnings 
to market Beta statistics. The railways added the 0.640 
earmungs Beta for CP Rail to the 0.710 from equation 3, p. -80 
to estimate a market Beta for CP Rail of 1.35 and concluded: 

This is approximately equivalent to the observed 

Market eeeta of 1.10 for CP Ltd., supporting my 

conclusion (R4, p.R-4-46) that CP Rail was 

indistianguishable in risk from CP Ltd. Applied 

eo) thie. “earnings beta” inferred f£or CP Grainwit 

would yield an estimated market beta for the 

Pattecmon .0.¢/, and not the, value tof vero used 

by Dr. Gordon.* 
However, the railways' expert concurred with Dr. Gordon 
that "I would never draw a conclusion that two variables 

* 

are related on the basis of three observations." In sup- 
pont «ot sthis,.»the railways referred to’ the tearnings: Beka 
values of Great Lakes Paper as dependent on a Single atypi- 
cal observation (See Schedule VI which contains reproduc- 
tions sot Bxbibits R-23., R-24 on page Ll, and R=25: ton "page i2) 
and the values of Cominco as dependent on two observations 
(See Schedule VI, page 3 which is a reproduction of Exhibit 
R-22). Under cross-examination, Dr. Gordon recanted: 

Veerwebut my didn 'ticuse thextestinony (EXhbi't 


AMS-2) as evidence that a relationship existed. 
That is the only evidence you can draw from the 


ee a ee ee ae ee ee ee ee 


* 
Bxneore R-=30, D. La. 


eu cee 


testimony...we now have the additional evi- 
dence on the basis of which 1 drew the conciu— 
sion, namely, the Gordon-Halpern paper.* 


The Gordon-Halpern study produced the following relation- 


ships between market and earnings Betas for U.S. firms: 


= - ; . 4 

Beta Pepieds 0.564 + 0.251 Beta earnings CEG ) 
and 

Beta ee eet = 10.278 + 0.584 Beta earnings Cha. 5) 


The nature of the regression process in the first case 
(equation 4) leads to a downward bias in the slope coeffi- 
cient and an upward bias in the intercept. The second equa- 
tion (equation 5) has an upward bias in the slope coefficient 
and a downward biased intercept. We expect the proper, unbi- 
ased estimate to lie somewhere between the two. One procedure 
adopted in such cases is to utilize the average of the two. 
Column 2 of Table V shows the range in market Betas devel- 


oped from equations (4) and (5). In their development of this 


_— 


* 
Gordon Mew andisialpern, Pa, “Cost of ‘Capital “for @ Division 
of a Firm," Journal of Finance, September, 1974 (also, as 
Exhibit “R=17). 
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TABLE V 


CP Rail and CP Grain 
Market Beta Estimated from Earnings Beta 


a a ee 
ss 


| | Average 
| Beta | Beta | Beta 
: Earnings | Market | Market 
ee 2 we alnsee |e | 
} fee gee 
CP Rail | 0.64 Pe == 65 0.69 
CP Grain | | 
Low | -0.24 | 
High | 0.00 |: be o2 eon28 0.42 
| 


pounce? -ExXnibit R=30), p. 16,) Exhiore 
AMS-17, p. 152 and Exhibit AMS—2, 


| 

| 

| 

| 

| | 

| | 

| | 

0 = baw OPS | 
| | 

| | 

| 

| 

DOG. | 
| 


point, the railways chose to ignore this bias and used only 
equation (4). .-The result.of ‘this wasato produce tecmestently 
higher estimates of market Betas based on earnings Betas. 
AS can be seen in Table V, the upper estimates are more closely 
grouped and strengthen the railways' conclusion: 

these results do not invalidate the conclu— 

Si0n that CP Rail is indistinguishable un risk 

fpomeChR .Coxupo rate é4.The Grain tbeta vilsipkower, 

but is dependent on the estimate or (sic) beta* 

(refers to earnings Beta) 
Further, the railways argued: 

it would be unwise to base any inferences with 

respect to the earnings beta - market beta re- 


lationship on U.S. data when Canadian data are 
Peadily available.** 


ee eee 
ee a ee a ar er nem, 


* 
Exiio.t @R=30;-p. La. 


xk : 
Pxnibit R-30, Dp. L6. 


Accordingly, the railways computed earnings Betas and mar- 
ket Betas for 106 of ‘the 157 companies in the five risk 

* 
quintiles for which data was available and computed the 


following regression results: 


Beta ma eo oO. 0 boa Be ta 


2 
market sapere 


earnings 


} ae 2 

Because of the poor measures of significance (an r of 
0.02), the railways suggested the market Beta of a company 
would be suitably estimated as being equal to the mean value 
of this sample of earnings Betas (i.e., the average of the 
second column of Schedule VII) which produces a market Beta 
of 1.084. Having adopted this technique they then concluded: 

Applying this result to CP Rail and €P Grain; 

uSing Dr. Gordon's computed and estimated earn- 

ings betas, yields estimates of 1.084; Given 

the standard error, these do not permit rejec- 

ion sob “che nfinding “that “CP Rail -and” CP Grain 

are approximately as risky as CP Ltd.** 


The railways neglected to point out that, under this 


technique, the analyst would be unable to reject the finding 


i i i i se es 1 es ee 


This and other data "florntthe five quintiles anvear as 
Schedule VII. 


kx 
EX Vie d teh Ome ss lie 


a OAS = 


that any company was approximately as risky as CP Limited. 

The application of this technique to any stock will suggest 
that it has a systematic risk which is virtually the same 

a> Une warket portfolio. Using this éstimation procedure, 

one would conclude that CP Grain, CP "Non-Grain," and CP 

Rail all had estimated market Betas of 1.084. This is 

clearly contradictory to evidence presented elsewhere. 

In short, this Commission, though attracted to the use of 
Canadian data in analyzing this Canadian problem, could not 
accept the argument advanced by the railways on this point. 
The subsequent railway rebuttal submission comment that the 
ant iowe bY iD. J. Thompson found that earnings Betas explained 
a "miniscule" percentage of market Betas was certainly sup- 
ported by their analysis of these 106 companies which produced 


an a2 oie Oi. 


The final section of the railway rebuttal to the develop- 
ment of Beta-type statistics for CP Grain addressed the Prov- 
inces' process of inferring a market Beta from earnings Betas 
that were derived from physical Betas. Since a market Beta for 


CP Grain could not be developed (due to lack of security market 


ss a a a a a a ee ee Smee ae me 


“thompson, D. J., "Sources of Systematic Risk in Common 
Stocks," Journal of Business, April 1976, pages 173-188. 


mae Bouse 


information), the Provinces chose to use eGarnings Betas “to 
estimate the former. However, the earnings data for CP 
Graim weresnot! readily available, so It was estimated iby 
Beta type statistics produced by correlating tonnages of 
grain shipped with corporate earnings (these earnings were 
the basis of the CP Rail earnings Betas). With respect to 
this relationship, the railways emphatically argued: 

No evidence is presented that such a link has 

ever been demonstrated in the scientific litera- 

ture, nor that the method has been accepted in 

any regulatory proceeding anywhere, for any pur- 

pose, in a cost of capital proceeding.* 
To test the strength of the postulated relationship, the 
railways constructed a sample of eight companies (five 
utilities and three companies in which CP Ltd. have a 
considerable holding) and computed their earnings Betas 
and physical Betas as shown in Table VI. The regression 


relationship for these two sets of observations was: 


Beta ‘ eae te . : 
earnings eae Dee oe physical (Eq. 7) 


* 
ExhibitR=s0u 0p. 19. 
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Table VI 


Comparison of Physical Volume Betas with 
Earnings Betas for Selected Companies 


[tas tae” = | bes | 

| | | Physical | Earnings | Market 

Company | Basis | Period | Beta Value | Beta Value | Beta Value 
pees ea nV etait pe tke | | | | 
| Ve et ae eee | sae 

Calgary Power | kwh VP 6l=74"| i= “20486 el 1.042. 7] 0.875 
| | | | 

B.C. Telephone | Galis lL ei=—74""| -0959 | <o50 | 0.409 
| | | | | 

Bell Canada | calls | 61-74 | - .0216 | Peele Sama | 06235 
| | | | | 

TransCanada Pipeline | gas volume | 57-74 | -13.440 ai: 0.898 
| | | | | 

Algoma Steel | steel tonnage | 54-74 | ~2405 | sbo5an04 0.876 
| | | | | 

Consumers Gas | gas volume *S0=7 40] eL6580 el Ca eeost 02531 
| | | | | 

Cominco | zinc tonnage | 50-74 | 71546: 64 2.596 | Vs159 
| | | | | 

Great Lakes Paper | paper tonnage | 50-74 | S030 el 5.549 | 1,350. 
| | | | 


+ a 


Source: Exhibit R-30, pp. 66-71. 


a a I 


As in the case of the relationship between market and 
earnings Betas for Canadian companies, the railways did not 
find a significant relationship between earnings and physi- 
cal Betas and concluded that the substitution of the mean 
value of physical Beta of the sample (-1.603) provided as 
good an estimate of the earnings Beta as did the regression 


equation (equation 7). 


a a nn A A 


* the computed r2 for equation 7 was only 0.09. 


The Provinces used a zero earnings Beta for grain, 
which was based on the results of regressing 1950-1974 grain 
volumes on CP Rail corporate earnings. To further test this 
result, the railways* cost of capital expert computed physica 
Betas for 35 other high volume commodities hauled by the rail- 
ways. The results of this analysis are shown in Schedule VIII. 
The essence of the railway argument was that if CP Rail has an 
earnings Beta different from zero, then a zero physical Beta 
for grain traffic, to have meaning, would have to be accom— 
panied by physical Betas for other types of traffic which were 
significantly different from zero. Of the) 35 commodities; soniy 
aL had computed physical Betas significantly different than 
zero; however, these were: 

scarcely large enough to account for thes*ob- 

Served systematic risk “of CPi Rail earnings, 

nor for the observed value of the market beta 

for CP Ltd. One must either conclude tnae 


the Markee. beta observation I1s"in €rror, OF 
that this method of deriving it is worthless.** 


* 

The railway submission erroneously referred to 40 commod- 
ities and reported only 5 as significant ("Portland 
Cemente eh wasmomitted! in terror) .o See? Transcripte,s vol. 33, 
p. 6358 where this oversight is agreed. 


kx* , 4 
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As evidenced by their arguments, the railways chose to ac- 


pepe the Patter conclusion: 


In croSs-examination of Dr. Quirin, the Provinces 
pointed out that the list of commodities contained six 
Stasses OL Grain traffic (barley, corn; oats, wheat, wheat 
flour, and flaxseed) which had an average physical Beta of 
-0.047 and that the remaining 29 nongrain commodities had 
poeaverage Physical Beta of.0.348, with avt-statistic of 
loc wa This led the Provinces to ask: 

Don't these two numbers Suggest to you that 

Ehe Beta. for grain does not differ signifi- 

cantly from zero while the Beta for non-grain 

Btatiic does?** 

In response, Dr. Quirin disagreed and stated that he had 
also tested the Beta for total tonnage and found that it 
Mibewiuse did: not @iifer significantly from zero, anda re— 
iterated his findings that only a few of the’ Individual 


eommodities had Betas significantly different from zero. 


me a a ae rr ee a a en ee 


* ° 
This would give rise to acceptance of the conclusion 


that the probability that an item of nongrain traf- 
fic has a zero Beta or less is below one percent. 


kx* 
Treanscripe, VOl. 33, DP. 6399- 


In summary, the Provinces argued that CP Rail was 
materially less risky than the other operations of CP 
Limited. In supportto£t this, the Provincesucomputederic 
mean absolute percentage deviation of income from its trend 
line for CP Rail, CP Ltd:, arid other \companites#in Qwhteneer 


Ltd. has an interest. 


TABLE VII 


Mean Absolute Percentage 
Deviation in Earnings from the 
Trend Vakue in,.Earnings for 
Selected Companies or Divisions 


mm i i se i i ee es a ee Se 


| 
Company PSttatiretye 

| 

| 
-P. Investments | - 289 
P | -440 

-P. Air | 
C250 on LDS | Os 
Cominco ase 
Algoma Steel | «364 
Great Lakes Paper | Moles 
CPs Rant | = ee 
C.P. "“Non-Rail" | eA 
Perce. | 200 

| 


i a i i a a i a a ee 


Source: Exhibit AMS-28 and Trans- 


ane 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

‘i 

bar 

| C.P. Telecommunications 
Loe 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| SCE UDE nIVOl.ant oye Die tolG5s 
| 
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This was the measure of risk utilized by (bre. nOuaiIn “in 


° * 
Po eae Lysils Of CP Rail: 


Dr. OUirin: “There are lots of studies: demon— 
Strating a relationship between one of those 
measures (mean absolute deviation or inter- 
quantile range) which I regard as somewhat 
interchangeable and security yields. Presum- 
ably, therefore, they were introduced as mea- 
sures of risk and appear to do some job of 
explaining yield differences and therefore 

I would assume that they are adequate mea- 
sures of risk on these bases. I was not try- 
ing to measure market Betas because I am not 
convinced that market Betas are necessarily 
the most desirable solitary measure of risk. 
I have relied on five of which market Betas 
are one.** 


The Provincial contention was that: 


Mr. Foran, CP others would-accordang]y hay eed 
mean absolute deviation of approximately 60 
Percent Larger. than, CP. Rail,,i sethab! correct, 


Drs OULrin +. ) Yes... 1; Was fet atbenpEinumes 
distinguish rail from other. I was attempt-— 
iio Eo Sst inguish it from “tocal aa 


As Clarified by the Commissioner: 


The Commissioner: .«.. whether you: used the 
1.2 {CP.Rail) or the, 2300n(@Poebtde) sooty of 
those numbers fall into the same place on 

Sort, of the,scale.of risk inythe samercategony? 


Dre COUT ate Rt be 


The Commissioner: So that there would be no 
difference whether you use one or the other? 


ee ee ee ee ee er ee ee ee ae ee ee eee 


“exhibit Ro; “and Transcript, Vol. 337 p. 6261. 


*k* 1 
Mo ., a 0263 


zak* 


* 
folds. #6265. 


Or. OWUirin= “Thateis rightwus he Gittenencesbes 
tween —falleandanonrall rs larger bur the wion= 
Faid is, tid lesa prebative:ckho (earls isomrs 
gives a correspondingly lower rate in the to- 
tal and the ranking of the rail would be 
essentially that ot the nenrail inomy opine” 


Having pursued this point, we should also quote from the 
related testimony of the Provincial cost of capital expert 


witness: 


Dr. Gordon: Simte my “earlier study was referred 
to I Maan point our that my recollection ts teirac 
this: research fotind? Pittle, if any, explanatory 
power in standard deviation which is somewhat re- 
lated to mean absolute deviation. It had very 
little explanatory power in terms of Security 
prices.** 


To this point, we have concentrated on risk measure- 
ment as advocated by the Provinces and rebutted by the rail- 
ways. We should also note that United Grain Growers ad- 


dressed this point: 


UGG agrees with the first step in the Prov- 
inces logic, thatyywith fluctuation in grain 
movement being asynchronous with the business 
cycle, carriagesolrqrain' isan attractive én-— 
deavor for the railways, and in all likelihood 
does have the effect of reducing the overall 
PISktof (GP Raile, 


We cannot accept, however, the subsSequent steps 
taken by the Province... Even setting aside the 
artificiality of the exercise, the allocation,.to 


* 
Ibid, -pp« G269, Jand 6270. 


RAT 
Ibid., p. 6264. 


grain, of the entirety of the reduced risk (and 
hence the entirety of the incremental debt) 
cannot, in our view, be justified. The reduc- 
tion of risk is attributable to the co-existence 
of grain and all other traffic within the Single 


rail enterprise, and as such is 4 fortuitous 
circumstance whose benefits cannot be solely 
attributable to grain. 


On the other hand, we cannot accept the rail— 
Ways Proposition that the “legislative risks" 
should have an upward pressure on the required 
CCet Or Capital for grain .* 


The railway position with respect to systematic 
was best summarized by them in their Exhibit R-4: 
There is no universal agreement as to how risk 


should be measured, nor is there any convincing 
evidence that market valuations (and costs of 


Capital) are determined by any single measure.** 


The railways utilized market Betas as one measure of 
but also included the following four others: 
@ maximum percentage earnings shortfall below 
trend; 


@ mean absolute earnings deviation about moving 
average; 


e maximum annual share price drop; and 


e standard deviation of monthly price apprecia- 
EO 


* 
Exhibit UGG-2, p. ll. 


* 
ibe R-4y. ps 35% 


*x* 


Trad. 36. 


risk 


risk, 


These measures along with the market Beta analysis provided 
the ordinal measure of risk utilized by the srarlways te 
estimate the appropriate equity, funds nate or CP.Limited: 
The railways' findings on these measures of risk are dis- 


cussed subsequently in this Volume. 


The railway cost of capital expert also examined the 
variability of the income stream from the company's rail 
operations and compared this with the variability for the 
nonrail operations of CP Limited.. He concluded that, 
though not identical, “the differences were not judged to 
be sufficiently large to affect the risk. ranking of, the 


* 
company." 


Further, notwithstanding the calculated levels for 
CP Rail and CP Non-Rail shown in Table VII, the railways 
found that the high correlation (0.88) between deviations 
from £ltted trend lines.for rail.and nonrail. operations 
led to the conclusion: 

The hypotheses that rail operations are lower 

in risk than;non-tail operations), or -thatithey 


Conteibute to-a reduction in the riskiness o€ 
consolidated operations, must be rejected.** 


* ° 
WOW 8 p's (0 = 


* 


* 
IGebinels 


When asked if it would have been more appropriate to look 

at the direct correlation between CP Rail and CP Other ra- 
ther than the correlation between their individual devia- 

tions from respective trend lines, Dr. Quirin responded: 


Dr. Quirin: It might have been more appro- 
priate to look at that. However, dtwas not 
what we looked at. 


ihe Commissioner: You did, however, Dr. Ouirin 
find some degree of less riskiness in CP Rail 
which you then effectively offset on a judge- 
mene basis with a regulatory risk. 


De, Ouirin: With a variability in, earnings 
Slightly above the trend ‘and 1 think ithe trend 
itself perhaps was a fact that influenced my 
Judgement as well.* 


And further, with respect to grain transportation: 


The Commissioner: Now, Dr. Quirin, did you 
make any effort to determine whether grain 

is less risky than CP Rail other than to con-— 
Clude the fact that losing money as of now 
makes it a very risky endeavor? 


Dr. OUulLrin? “No sir, there 1s no. strong re- 
lationship between the volumes moved of grain 
and CP earnings.** 


Further along, on the same topic: 


The Commissioner: Dr. Quirin, do you agree 
with the thought that I conveyed in which 1 
think Dr. Gordon agreed to some extent that 
in fact if we are going to deal with CP Grain 
as san, entity and) test: its) riskiness uthatethene 
is at this stage an incestuous relationship 
between what comes out of this Commission's 


* 
“Thid., D- 36, p- 6933. 


effort tand the ‘potential ‘riskiness or non- 
riskiness of grain? 


Dr. Oulcins Absolutely, Sit. loti this 
inguitey We) part of the political “eisker in 
view of what has happened I would gather 
thatwthe inquiry vis peliticals.* And *tne 
fact Ehatit is held at all. is: Indicative 
that theraiis a polftical risks 


Conclusions 


Based on the analysis presented by the cost of capital 
experts representing the railways and the Provinces, the 
Commission reached the following conclusions: 

e there was no identifiable difference in the 

risk of ‘CP’ Rail Compared to that of “CP Limrted; 


® currently, ‘cP. (Grain is inftinitely yoesry, 
Since variable costs exceed revenues; 


e the counter-cyclical nature of CP Grain 
made it potentially somewhat less risky than the 
tetal cperations of CP Raids and 


e the future risk of CP Grain was dependent, in 
some sense, on the actions of this Commission 
ana the Hall Commission, Such that this cose 
determination process could itself affect its 
relative risk level. 


This Commission further concluded that the realistic 
approach was to assume that the risk of CP Grain was iden- 


tical to that tofacP Raid wand), therefore, to thar <p 


Limited for the purpose of determining the capital funds 


i a a a ee re ne = ee ee ee ee ee ee 


* 
Ibid., p. 6945. 


Pbogecrmeributed to the transportation of statutory grain. 
Due to present uncertainties as to future government actions 
iemenerarea Of Grain carriage and rates, the Commission 
recommends that all future determinations of the cost of 
transporting statutory grain by rail include an evaluation 
of the risk factors which could have bearing on the relative 


and absolute risk of CP Limited, CP Rail, and CP Grain. 
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CHAPTER V 
CAPITAL STRUCTURE 


One procedure commonly used to develop a cost of funds 
rate is to determine rates for each of the individual compo- 
nents in the capital structure and to weight these by the 
relative proportion that each component represents in the 
Overall structure. This process is illustrated in Table Vi11r 
for a hypothetical capital structure comprised of ten per- 
cent debt, ten percent preferred equity and eighty percent 


common equity. 


TABLE VIII 


Hypothetical Cost of Funds 
Computation 


| Percent of | Cost | Weighted 
Item | Structure | Rate | Average 
| [ ee OR ee 
tsk, Bed ode | | | 
Debt | 103% | 53 | 25% 
| | | 
Preferred Stock | 10 [PAO | Ve0 
| | 
Common Stock | 80 Leek | 20 
| | 
Weighted Average | 100% | | 13 35% 
| 


RE EE LT SS ES A I, —— 


This procedure gives explicit recognition to the relative 
importance of each type of financial instrument uttlized 

by the®company in obtaining inveStméene funds) ~ ff “the coer 
rates remain the same, the relative importance of each 
component will have a significant impact on the weighted 
average rate. For example, Table IX shows that a realign- 
ment of the capital structure displayed above to reflect 

an eighty percent debt component results in a 7.0 percentage 


point reduction in the weighted average cost rate. nus, 


TABLE IX 


Realigned Hypothetical Cost of Funds 
Computation 
(Assumes no change in capital funds rates) 


| 
| 
| 
| 
| 
| 
| ae ere ze ee ee 
| | iP | a 
| Percent of | Cost | Weighted 
| Item PeStrachire. SpeRate- | 
| ee ae See ee 
| | | | ee 
| Debt | 80% ce. eee 40% 
| | | 
| Preferred ‘Stock © | Ws) eae) | 18, 
| | | | 
| Common Stock | 10 os | AS 
| | ian | | 
| Weighted Average | 100% | | 6.5% 
| o.oo AUS ows | 


the importance of the relative distribution of the source of 
funds in the capital structure is dependent upon the extent 


to which the relative percentages affect the cost rates 


= Ga 


of the financial instruments. 


noe Basic Issues 


Traditional theory holds that the overall or weighted 
average cost of funds rate for a firm whose entire capitali- 
zation has been derived from equity sources can be reduced 
through the substitution of debt for some equity, i.e., cer- 
Pasneamounts of debt can be obtained at©arcost lof “funds rate 
below that for an equivalent amount of equity. This view 
holds that the riskiness of providing both debt and equity 
funds increases as the amount of debt is increased beyond some 


level. 


The concept rests on the proposition that the changes in 
the cost of equity funds and the interest rates on debt funds 
as the amount of debt in the capital structure is increased do 
not offset the difference between debt and equity rates. The 
concept is limited by the belief that, beyond some ratio of debt 
to equity, the cost of debt funds rises rapidly, and the resul- 
tant higher debt/equity ratio increases the risk of not achiev— 
ing the required returns on equity and, hence, increases the 
cost of these funds. This results in an overall cost of funds 
that is greater than it would be at a lower Yatioro cr debt slo 


equity. The imposition of these factors on the relationship 


SLO = 


of debt and equity. cost of funds -rateseg ivésciuisentomcneasr a. 
ditional view that there is an optimum icapitcal Surucmm ecgon 
the firm which minimizes the weighted average cost of funds 


rate for the firm. 


i a EL LT ET 


EIGURES i. 


Diagram Showing Relationship of 
Cost of Funds Rates and Capital Structure Comparison 


Cost of Equity Funds Rate 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 
~7Weighted Average 
ow ose cl Finds dace | 
for -the Firm 
| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 


Cost of Debt Funds Rate 


a es ae ee 


03 -*-Opcinun 


“1003 


Debt/Equity Ratio 


. . . ° * 
In contrast, Modigliani and Miller and others have sug- 
gested that this approach is incorrect and that the weighted 


average Cost %of funds rate to the firm is insensitive to. tne 


* 
Modigiianignu t, end ui.eHe Milter, §The Cost or Capi Gay, 
Corporation Finance and the Theory of Investment," 
American Economic Review, June, 1958, pp. 261-297. 


A. ha 


relative proportions of debt and equity in the capital struc- 
ture (the M & M model). That is, -for “Gach "shift “iy ithe debt/ 
equity Patio, the debt equity funds rate will shift pro- 
portionately such that the weighted average ‘cost "or ‘funds 
will remain unchanged. This hypothesis is advanced under 
assumptions of equal borrowing power for investors and 
corporations and, most importantly, no income tax (or speci- 
fically no double taxation) on earnings from equity. With 
respect to the reality of income taxes, the Provinces pointed 
out in their submission: 

Regardless of what happens in the absence of a 

corporate income tax, it is universally agreed 

that, with. a corporate income tax, the value of 

the firm increases and the weighted average cost 

Sm Capital falls as the debt (ratio rises =: 

These two approaches to capital structure formed the 
framework on which the Provinces and the railways developed 
the capital structure they believed to be appropriate to 
develop the capital funds cost associated with the trans- 
portation of statutory grain by rail, ‘The Provinces Held 
that the traditional approach was appropriate, 

"is widely accepted in the business community, has 

considerable support among academics and has the 


weight of evidence in support of it."** 


While admitting that the empirical evidence which 


a a a ee rn ee 


* 
Penabit AMS-17,j/\p." OL. 


* 
Tbids 
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was available to.,date was conflicting and fcoua tea vound 
to.support either side of the issue, the railways -concbuded; 
Pm MY sl DieweOUlYIn’ Ss] opinion; the Dest es pata 16 
evidence) is simply inconclusive, while the rest 
is irrelevant. Given the lack of convincing en— 
pirical evidence one way or the other, any choice 
must be made on grounds of logical consistency or 
realism of the premises. On these grounds, I 
would rather accept the Modigliani-Miller model, 


with respect..to the influence of capital structure 
on the cost of funds, than the available substi- 


FUGeSA 

In arguing that the capital structure was important 
in the determination of the weighted average cost of capi- 
tal, the Provinces contended that this Commission need not 
be confined to the acceptance of the actual capital struc- 
ture of the company. Citing the approach adopted by other 
regulatory agencies in determining whether the capital 
structure of the company was unnecessarily conservative, 
the Provinces argued that the objective of this Commission 
ought to be to arrive at 

--- aA Capital structure that represents a reason- 

able balance between the consumer's desire for a low 

cost capital and management's desire for a low level 

Of Pisky «08 and ow). probability.ot bankriupteya 

Based on, their,,analysis of risk, the Provinces -con— 


cluded that the transportation of grain by CP Rail exhibited 


*& 


kk 
Exhibit AMS-17, p. 93. 
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characteristics of very low risk levels leading them to 
conclude that there was justification for: 

a Substantially lower fraction of common equity 

in its ('CP Grain") capital structure than in the 

Capital structure for CP Rail or CP Limited as a 

whole.* 

A secondary and related issue arose from the Provinces’ 
belief that the capital structure of a subsidiary company 
could be influenced by regulation. They argued that: 

if we have a company with a regulated and un- 

regulated subsidiary it is advantageous to the 

company to assign a small amount of debt and a 

large amount of equity to the regulated subsi- 

diary and the opposite to the unregulated 

Suosidiary.** 

Pee ecuUpporrt of this;.the Provinces’ introduced@ExhibiteAns—13, 
reproduced as Table X (following page). In essence, the 
Provinces’ position is "bottomed" on the proposition that 
BhevwerktectTo£ -assignhingwa particular icapttal'struccure=to.-a 
wholly-owned subsidiary that is different than the capital 
Brructuredofiiethe rpanent “has no impact “on, thew aceual™ prorit— 
ability of an unregulated subsidiary but does have an impact 
on the profitability of a regulated subsidiary. Accordingly, 


reducing the debt ratio of the regulated subsidiary and rais- 


ing the debt ratio for the unregulated subsidiary would raise 


a ee + eer ee ee 
a a a a ne ee 


* 


k* 
Tyanseript,, Vol. 12, pe 2190". 
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TABLE X 


Consequences of Different Capital Structures 
for Regulated and Unregulated Subsidiaries 
Traditional Position 


Balance Sheet I 


Regulated Unregulated | Total 


Debt Some () 
Equity, | 80 
TOPAL Se tLO0 


Income Statement I 


Earnings before Interest : ; 24.200 
& Taxes (EBIT) 

Interest (5.03) ; ; ie 

Earnings before Taxes : 3200 

Taxes (50% rate) : 3 Leeeu 

|}\Net Income = : S 18.50 


After Tax Rate on Equity : Rice § Le...502 


Balance Sheet II 


Income Statement II 


Earnings before Interest c LO..06 oe eG Son Oe) 
& Taxes 


INECResr Bionic) tenee 00 3.0.0 5.00 
Earnings before Taxes 6.00 Leo AnD 30.00 
Taxes (50%) 3% 00 12500 E5<00 
Net Income Fees G0 Sila & 15.00 
After Tax Rate on Equity 15.03 | 50s LS..0¢ 


Sources WMExhiwb1 ti -AMS=—1'3: 


= L0on 


the overall after-tax income of the parent company. | As 7a 
result, the Provinces concluded that: 

it would be in the interest of CP Ltd. to assign 

a tow debt ratio to CP Rai and to (CP Grain. 

The implications of Table X were explained by Dr. 
eon Lo be -as follows. In the furer i etance aa 
company with an overall 50/50 debt/equity ratio allocates 
the debt and equity such that the regulated subsidiary has 
a 20/80 debt/equity ratio and the unregulated one has an 
80/20 debt/equity ratio. The company has an after-tax in- 
come of $18.50 for both subsidiaries combined. This after- 
tax income is comprised of earnings before interest and 
taxes (EBIT) of $25.00 for the unregulated subsidiary and 
$17.00 for the regulated subsidiary. With a five percent 
interest rate on debt and a 50 percent tax rate the com- 
pany sEBIT of SA2.00 becomes $18.50 after Jinteneer and 
taxes. The $25.00 EBIT of the unregulated subsidiary is 
Betermined as a result of ‘its activities in ag Mnregulated 
market. The regulated subsidiary, however, is allowed 
a return on equity, after debt charges, which is de- 


termined by the regulator. In this example, this return 


* 
Exhibit AMS-17, p. 94. 
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Trans, tpt p VOdeeel 2 y.-PP eel os a2 200. 
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is assumed to be 10 percent after taxes, (i.e., $8.00 net 
income on the $80.00 of equity). In order to generate thie 
$8.00 of after-tax net income, the regulated company must 
be allowed to earn $17.00 EBIT ($8.00) after tax yearmingsecn 
equity which requires $16.00 earnings before taxes, plus 5 
percent interest on debt of $20.00 which requires $1.00 of 


earnings before interest). 


In the second instance, with the debt/equity ratios 
of the wholly-owned subsidiaries reversed, the unregulated 
subsidiary still has the same $25.00 EBIT but with lower 
debt charges (1i.e., 5 percent, now on $20.00 rather than on 
$80.00). This results in a net income of 512.00 as cam-— 
pared to the $10.50 in the first example. For the regu- 
lated subsidiary, the lower equity portion is assumed to 
require a 5 percent increase in the permitted return (i.e., 
15 percent after taxes or $3.00 on 220200 Of Gaui Ty) sand 
the same interest rate of 5 percent on the 80 percent debt 
portion. To generate these returns requires $10.00 EBIT on 


the 80/20 debt/equity ratio. 


The result of this reallocation of debt/equity between 
the two wholly-owned subsidiaries is that when a greater por- 
tion of the debt is in the regulated subsidiary (Case II) the 
earnings before interest and taxes and net income are lower. 
Accordingly, the Provinces argued, a positive incentive ex- 


ists to shift debt to an unregulated subsidiary and equity 


cr be eee 


Co wtne segul ated Subsidiary. However, Dr. (Gordon. pounted out 


that: 


if we assign a high enough cost to equity capi- 
tal, the conclusion I reached does not hold.* 


ime validity of this statement can be illustrated by 
reserence to the Provinces” éxanple (Table ix)l2? the earnings 
of the unregulated subsidiary with an 80/20 debt/equity ra- 
LrowrcCase IT) impliéd sa 52.5 percent atter “tax treturnt to 
equity, while with a 20/80 (Case II) ratio these earnings 
implied a 15.0 percent return. If this same differential is 
applied to the regulated subsidiary under Case II the re- 
qurred vatter-—tax iréturn to equity would “be S7.. DOM CiS257 5x 
P02 x S20"! $7.00) with the “following "(Table XP) reste -for income 


Statement II of Table X. Thus, under these conditions, the effect 


TABLE XI 


| 
| 
| 
Restatement of Traditional Approach Income Statement If | 
| 
| 
| 


| 

| 

| 

| 

| ree caper serach a ee 
—. °° i [ i 

| Item | Regulated | Unregulated | Total 

| ese i ee ee ee 
el [ | | | 
| Earnings before Interest | | | | 
i eeoraxes ) ASBS.06 | S25 £00 | $43 2010" >| 
| | | | | 
| Interest | 4.00 | pet UU PAGSSO0 @| 
| | | | | 
| Earnings before Taxes | 14206 | 24.00 | 38.00 : 
| | 

[| Taxes | _7.00 | 12.00 ib Vo..00 | 
| | | | 

| Net Income [es S100 | $12.00 192200 : 
| | | 

| After Tax Rate on Equity | 55208 | 15.0% : 19.0% | 
| | 


me es ee es ee ee re a es ee ee 
ee OD RE A ETS KAT 
ce ee eS TE OI a RN 


* 
Transcript, Vol. 12, P- 22010; 
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iS) Opposite reo: that proposed by the Province sain thhais, anecher 
than falling, the overall return for the parent company rises 
From 10.53) s(Case: 1), sto 1920S (Case. mestated marie result 


of shifting more debt to the regulated company. 


In rebuttal the railways accentuated this point and ob- 
eerved, that part of ihe ~eftect of the example arises from the 
wide swing in the Provinces’ Gapital structunes of thecsubs 
sidiaries. They submitted a counter-example in which the net 
profits of the combined subsidiaries do not change under al- 
ternative assumptions about the costs of debt and equity and 

* 


under a rather less extreme variation in capital sesthuc func. 


This example is produced as Table XII (following page). 


While the numbers are different, the absolute earnings 
before interest and taxes in the unregulated subsidiary and 
the capital structure of the parent company remain unchanged. 
The Capital Structures of the two subsidiaries are “reshuf- 
fled" in both the Provincial example and the railway counter- 
example. In the Provincial example, Tt is assumed that the 
cost of capital of the component parts and the overahLbl«eost 
of capital of the parent company can be affected by redesig- 
nation of the capital structures, so that investors requir- 
ing 10 percent return ron the y20/30 debt/fequity structure ,ot 
the regulated subsidiary raise this to 15 percent when 
equity is only’20 percent»sofgthe, structures, Tae railway 


example rests on the assumption that capital structure is 


TABLE ek 


Consequences of Different Capital Structures 
PO Regulated and Unregulated Subsidiaries 
Modigliani - Miller Position 


Balance Sheet I 


Regulated Unregulated 


Debt > 30 Se Se LOO 
Equity 70 30 100 
TOTAL sod00 See Ss 200 


Income Statement I 


Earnings before Interest 


& Taxes a. 20230 SPS SEA) 5.497, 00 
Interest (11.03%) 3.50 SRL ae 0.0 
Earnings before Taxes L7.00 21400 36.00 
Taxes (503° rate) 8.50 PO. 195.00 
Net Income So 8250 S20 250 Sa9'. 010 
After Tax Rate on Equity Ae rik 35.03 oO Os 


Balance Sheet II 


TOTAL 


Income Statement Il 


Bearnings berore, interest 


& Taxes S 20.50 S eZsoie al. S749 200 
ieeerest (11.0%) FAP KO) S50 | ie 0.0 
EFarnings before Taxes iE Ve) 25.40 38.00 
Taxes (50% rate) be hoe 1L2eak0 AEA 06) 
Net Income S. “6230 Sal 27.0 Seo:..0:0 
After Tax Rate on Equity PAROS L323 19.0% 


——_ 


Source: Exhibit R-30 p. 40. 


eee eee 
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irrelevant, so that reshuffling the subsidiary svurue cures 
does not affect the overall cost of capital to the parent 


company. 


This Commission agreed with the Provinces that the 
capital structure is relevant in the determination of capi- 
tal costs. However, we did not agree that any positive 
incentive existed for CP Limited to reshuffle its capital 


* . . . 
structure between its regulated and unregulated subsidiaries. 


Capital Structures Submitted 

Neither.CP Grain nor CP. Rail exists as a’ eeparare) 
self-financing entity. As such, both parties had to im- 
pute a capital structure. The railways advocated that the 
CP Rail capital structure used for CTC purposes shown on 
Table XIII (following page) be adopted by the Commission in 
arriving at the weighted average cost of funds rate. The 
Str uceure was: 

developed for the CTC and its predecessor, the 

BTC, tested in hearings before those bodies and 

accepted by them as an appropriate allocation 


of the company's debt and equity capitalization 
to its rail operations.** 


In -Supporne of this, the-trailways pointed cut. ctiat. oy 


In the sense in which Dr. Gordon referred to regulated 
subsidiaries, as those where the regulator allowed a 
rate of return ‘on equity, CP Rail would be an*®unregu- 
lated subsidiary and largely would fall -cntsidejof the 
effects of this example. 


k* rf 
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TABLE XLII 


Canadian Pacific Limited 
Capital Employed in the Rail Enterprise 


me me eee ae ee 


Sources. Exhibit R=4), Ds so0,. 


| 

| 

| 

| 

| 

| 

| | 

| | Aggregate | 

| | Amount at | Percent 

| | bec wisl/74 lan. f Totwan 
col Ee eee Gah ee RT ee? PREM z 

| | T 

PeeauLoment TrustoCertificates NS 18.7 O9SGa2L. | 5. 36% 

| | | 

| Leased Line Securities Not Owned | | 

| | | 

| Sterling £3,996; 3028 | 2.96 

| as) | 54, 60,0 4 = 

| Canadian | 23,356,435 | Lot 

| | | 

feCotlateral Trust Bonds | 98,801,477 | 766 

| | | 

| Bank Loans 15,000,00€ | Ou 

| | | 

| Perpetual 4% Consolidated | | 

| Debenture Stock | | 

| Sterling | 148/587, 597" | LOO 

| ea | gf re Obi 23h cl DisA2 

| | | 

bt Total Debt I) Ss 6 445 295,79 356 lene 9.00% 

| | | 

| Preference Stock | | 

| | 

| Sterling Poe AD 69 70825 nl Paeeienl| 

| Canadian | 32,6245 106 Bee 

| | | 

| Preferred Stock | 35, 656,642 : 2240 

| | 

eon inary .Stock #s4Reta ined | | 

| Earnings | 928 229), 091 | 2 6204 

| | | 

f Total Capital Employed | $1,484,376,316 | 100.00% 

l | 

| 

| 

| 


ee ee eee ee ee ee me ree ee ee ne ee ee ee re ew ee ee 
—- =e weer ae ee ow ee ne es ew ee ee 
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allocating capital to CP Rail of the Sasis of Wie Cite ani 
tal structure, tt is implied that tne montar eaculy ores 

of CPPLtd. had 39 percent debt and (91 spercenn squr ty cteruc— 
tures (based on GP Cttd. Cofporate) witen 


is probably appropriate for the, non=rail“eperationa 
taken as a group.* 


The CP Rail capital structure arose from the so-called 
"split balance sheet" submitted, in 1949, by the Canadian 
pacific Railway Company as Exhibit 49/49 in the course of 
the "Twenty Percent Case." Based on the principles of Ex- 
hibit 49/49, as amended by the findings of the Board of Trance 
port. Commissioners in that case, the separatiaqn ot tie aerpe 
and equity between railway and nonrailway activities for 
the year 1950 is shown in Table XIV. Below this is shown 
the same information for the year 1974. The relative amount 
otudebt imsthe GP Rail Capital Giructure inereased fun ..c. 
Lin 950) to 0s 7H In Lo74. This tends to forcerorry reruee 
the Provincial suggestion that such a separation may reflect 
an incentive due to the effects on "regulated" and “unregu- 


lated” ‘subsidiaries, as described earlier. 


Finally, the railways contended that when consideration 
of the differences in the incidence and treatment of preferred 
stock between Canada and the United States are recognized: 

veahe Aha SoCapiutal (structure ‘does moteapuear 


to. be out of line with. the: capital ~strueuures.of 
solvent Class 1 rallvoeds in, the Ueoors 


*k 
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k* 
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TABLE XIV 


Railway and Non-Railway Capital Structures 
of Canadian Pacific Limited 


Source: Exhibits CP-24, R-4, p. 56 and AMS-5. 
*Includes premium on preferred. 
**Par value only (no premium). 


| 
| 
| 
| 
: Railway | Non-Railway | Total 
Neer ee ea te Lh: f | | 
| [ | ee se ep aa PO ee. a 
| Amount | Percent | Amount | Percent | Amount | Percent 
| (000) | | (000) | | (000) | 
en cll, TE ee es eee rea) | < 
| ar i | | | 
Funded Debt iS ipod | PeGk | & “Aeeee | TO eels S2,/42 #| 6253. | 
Perpetual 4% Consoli- | | | | | | | 
dated Debenture Stock | 212,917 |. 2059 | 57,970) i) 20202 eee One ee ee een ee 
Leased Line Securities | p7, 208) |) 6.6.88 = | | 64208 ji} 5.2) | 
Preference Stock | 172,493 | 12.9 J - | Pel 393" Th 9.5 ° i 
Common Equity [2 540,444 | 53.0 File.198,454° | 7550 Bae weeneoe: fl 57.7 | 
| | | | | | | 
(Sr, 019 869) | 100.087 WSs 26), 2508 Oe 0s siete zet 7 Fi 00.0%. a 
| | Rasen se pee Pons | neh 
SE Sas aes | 
| December 31, 1974 (Consolidated) | 
| | 
i ne ae aa een mane So ey | 
Funded Debt | $ 193,394 | 13.0% | $1,056,470 | 40.9% |$1,249,864 | 30.7% | 
Perpetual 4% Consoli- | | | | | | | 
dated Debenture Stock | 764,494 |. 12.6 | 108055.) Bese | 292,549 4 | He | 
Leased Line Securities | 67,407 | — 4a: Of = | = | Sipa07 ale “te yl 
Minority Shareholders’ | | | | | | | 
Interest | = | ~ | S71 ll meee | Alpha e| | baal | 
Preference Stock | EIN Ses] sb PE, 58,990") 28k Sop bos °C 4» dede ans 
Common Equity copy 30, | ease | + 901 Ags : 35.0 eee | 45.0 : 
fet | 
} $1,484,376 | 100.0% 20 ayes | 100.0% hae saa  100:0% | 
| | 
| 
| 
| 
| 
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As can be seen from Table XV, solvent U.S. railroads have a basic 


36/64 debt/equity ratio. 


TABLE XV 


| 
| 
| 
Comparative Capital Structures { 

and Rates of Return for Solvent U.S. Railroads | 
and All U.S. Investor-Owned Electric | 
Utility Companies 1/ | 

(000,000) | 
| 

| 

| 

| 

| 

| 


| 

| 

| 

Amount | Fraction | Amount | Fraction 
| | | 

| | | | | 
Debt LS 564-675 || B52 |S: OL. Zona $36 | 
| | | | | 
Preferred 13,0389 | rae bet | 468 | « 02 | 
| | | | | 
Common Equity | So ,00.F | - 30 Lo eG eGi2 | 
| | = | | 
TOTAL <L «S1087329" 4 1:00 S25 08s 3 EEN S42 | 
| | | | | 
Interest on Debt beSs S2203. ts 422 | | 
| | | | | 
Prefered Dividends | 790 | | | | 
| | | | | 
Earnings on Common | 4,196 | | 666 | I 
| | | | | 
Earnings After | | | | | 
Taxes eee, 8,094 | & 1,088 2] | 
| | | | 
After Tax Return | | | | | 
oneCapital | Lesoee| | £325 || | 
| | | | | 
Return on Common | | | | | 
Equity | bOeOR | eA 5.Saaeus a | 
| | | | | 
| 
| 


1/ Based on December 31, 1973 balance sheet and 1973 income 
statements. 


2/ Based on the assumption that the dividend on the preferred | 
was 8%. : 


Sources “Exhibit AMS=—25. 
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The Provinces, because of their conclusions regarding 
the cisk of grain transportation, argued in favour of a 
@epibal structure for “CP Crain” (1.6. , the portion of CP 


Rail engaged in drain transportation) as shown on Table xvi. 


TABLE XVI 


Percentage Weighting of 
Capital Structure for 
CP Grain as Proposed 

and Utilized by Provinces 


| Percent 
rs 
Debt | 50.0% 
Deferred Taxes | iesS 
Preferred Stock | eit 
Common Stock | PEAS 
! 100.0% 


Bource: Exhibit AMS=2, ops. Gi, anos Ge. 


Tii.s Capital structure, while less detailea than) Eat oreine 
rellways, did contain sufficient detail to permit, the devel-— 
opment of a weighted average cost of capital for CP Grain. 
In their summary submission, the Provinces very poignantly 
stated the overriding concern which led to their development 


of a capital structure for CP Grain which was more heavily 


leveraged: 


= LAG) a= 


For unregulated companies capital structures 

vary over a wide range due to the preferences 
with iegard to risk and return jot eneucan— 
panies' managements. This freedom is not per- 
missible for a regulated company or for any 
company or division where capital cost determina- 
tion is to be made. Under these circumstances, 
the investor does not bear the cost of any unduly 
cGonservative capital. structtre, “and the task) is 
to arrive at a cost of capital which represents 

a reasonable balance between risk to the company 
and cost to the consumer or others who bear the 
Capital costs. Arriving at an unduly conseryva— 
tive structure 15 no different than ovenstating 
operating costs.* 


In support of their contention that the capital 
structure for CP Rail, as submitted by the railways before 
this Commission and as utilized by the Canad an Transport 
Commission, did not represent a meaningful allocation of the 
capital structure of CP Limited, the Provinces argued that 
the relationship between the capital structures of CP Air 
and CP Rail were incompatible with their relative levels of 
riskiness. From the balance sheet of CP Air as at December 
31, 1974, the debt/equity ratio was 75/25 while the compar- 
able CP Rail ratio was 30/70. Based on a measure of risk 


developed in the same manner as that employed by the rail- 


ways, the Provinces concluded that: 


* 
Submission of the Provinces of Alberta, Manit@ba, and 


Saskatchewan on Capital Costs, p. 64. 
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CP Air is substantially more risky than CP 
Rail. We have here one management concerned 
with both CP Rail and CP Air. If the Capitan 
eceucture of each should netlect the CP itd. 
pesception-—and -balancing-of risk;-@R-Rail 
Should thave avhigher debt ratio that CP Air. 
Instead the reverse is true by an extraor-— 
dinarily wide margin.* 


Capital Structure Selected 


AS an appropriate capital structure for determining 
thesecapital-costs associated with thetransportation of 
grain by rail, this Commission adopted the capital structure 
of Canadian Pacific Limited (Consolidated) shown in Columns 
2 and 3 of Table XVII. For convenience, we have also shown 
the capital funds rate applied to each capital component 
by the Commission in its determination of the weighted 
average capital funds cost applicable to the transportation 


De statuLory grain. 


SS Bs 


Seat AMS=17, ps 94. 
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TABLE XVII 


CP Limited Capital Structure and Capital Funds Rate Utilized 
in Commission's Cost Calculations 


| 

| 

| 

| 

| et Saree Pe ene ee ee SO 
| | ah [ ] 

| | | | Cost Rate | Weighted Rate 
| Capital Component | Amount | [ac alle gute aa eee ea os ee ae 
| | (000) | Percent | | | | 

| | | [After | Before | After | Before 
| | | | Tax} Tac glass | Tax* 
| i ee ee 
| | | | | | | 

| Long-Term Debt Mh = ge hy ae Sy Se | eee XX } ee | XX 

| | | | | | | 

| 4% Debentures | 292,549 | leds | eR ie | 04 

| | | | | | | 

| Total Debt 176097620 | 39.6% V6 SSS, foe) 2G eee ee 
| | | | | | | 

| Preferred Stock | 56,1205 4 0.98. | Te 3000 see eet en ecieetey 
| | | | | | | 

| Preference Stock | 155750" O.4° [O72 es ed. OO ne te 
| | | | | | | 

| Common Stock & Minority | | | | | | 

| Shareholders’ Interest | 2,401,116 | 59el tha 50 S00 4s tte te ae 
| | | | | | | 

| Total Equity | 2,452,969 | 50.4% | XXX hx lL 8.046 fy lows 
| | | | | | | 

| Total | $4,062,789 | 100.0% | eae | Dea j21.31% | 20 .80% 
| | | | | | | 

| 

| 

| 

| 

| 


This straightforward structure does not correspond speci- 
fically to-the’ Tiabilities’ side of the balance ehect o£ CP 
Limited (Consolidated) because it aggregates minority share- 


holders" interest with common shareholders' equity, neglects 


ame? FA Oba 


current liabilities, and does not include, specifically, the 


following items: 


e deferred income taxes 
e unfunded pension liability 


@e working capital 


im adq2tion, though indirectly included, the structure does 


moe segregate the following additional items: 


@ premium on preferred stock 

e donations and grants 

e inert assets 

@e capitalized leases 
piauysis of Potential Adjustments to the Selected Capital 
Structures 

In its report, the Commission noted that 1t was=to be 
concerned about these items to a greater or lesser degree. 
Specifically, the existence of deferred income taxes was 
recognized and its intrinsic. relationship to working capital 
allowances was discussed. The other items, though real “in 
every respect, were not discussed in the same detail. As 
noted in the report, some of these items are explicitly 


recognized in the Annual Report to Shareholders, others? are 


ho ue 
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Deferred Income Taxes 


For 1974, CP Limited showed a deferred tax liability o£ 
$445,937,000.- Briefly, this amountsrepresen teste deterred 
liability of the accumulated historical gitterenca, between 
the nominal.or “book" tax liability and) che acrus eee 
liability. In essence, the difference arises, on an annual 
basis, from the difference between the rate at which the com- 
pany amortizes the initial capitalization of an asset and he 
rate of depreciation permitted for the computation of taxable 
income. The difference may also arise from the company's abil- 
ity to deduct an item of expense from income, for the purpose 
of tax computation, versus its accounting treatment of the 
same expense which amortizes the item over a period in excess 


f ax 
of the one year. 


As an illustration, the net income of CP Limited (Con- 
solidated) in 1974, before taxes but after interest charges, 


was $399,322,000. The book tax liability on that amount was 


 exniiits crate (pe, Wah 

xk 
At page 7 of the Annual Report, ‘the following is noted: 
"The companies follow the tax allocation basis of account- 
ing for income taxes whereby tax provisions are based on 
accounting income and taxes relating to timing differences 
between accounting and taxable income are @eferred.™ 
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204,964,000 or 51.33 percent. However, because of the 
provisions of deferred taxes, only 5155,472,000 was charged 
to income as a current expense and the remaining $49,492,000 
was deferred. The result of this was that the company had 
an effective tax rate of 38.93 percent. This difference and 
the existence of these $49.5 million gave rise to some con- 
siderable debate over the appropriate treatment of deferred 
taxes. CP Limited's Annual Report to Sharenolders listed 
the annual amount of taxes deferred (along with other items) 
under "Source of Funds." The accrued amount is included as 


ene of the noncurrent Liabilities in the Consolidated bal— 


ance Sheet. 


Briefly, one side of the debate suggests exclusion of 
deferred taxes from any consideration in the determination 
Ot uthe, capital structure. A Second argues that it repre-— 
sents an interest-free loan from the Government and that the 
proper treatment would be to include the total accrued 


emount..as debt at a zero interest rate. The third side 


a ee ee eee ee eee eee eee se ee 


“Exhibit Cp-17 and CP-28 (Revised). “This rate compares to 
the rate of 52.35 percent used in computing the "before 
tax" rate of return for earnings subject to income tax. 
This 52.35 was the income tax rate effective in 1974 and 
incorporated the 10% corporate surtax imposed in the 
November 1974 fiscal budget effective back to May 1, 1974, 
Raising the income tax rate from 50.90% tor 5253547 


aS: 


would include the total accrued amount as contingent equity 
and accord it the same rate as was determined for common 
shareholders’ equity. Lastly, some would include the total 
accrued amount aS a noncurrent liability but not designate 
it aS either pseudo-debt “or "pseudo-—equity, Guar rarer etre t 
It aS part debt and part equity. | This Vatter "case treacs 
the same percentage of the deferred taxes as debt as debt 
contributes to the overall capital structure. In the de— 
termination of a weighted cost of funds rate, the first and 
fourth cases are synonymous. However, depending on the 
procedure used in developing the capital funds cost, the 
latter case will generally result in the estimation of 
higher costs, Since the base to which that rate would be 


applied would be larger. 


In their submissions before this Commission, the poole: 
argued that these deferred taxes were zero-cost debt” (they 
referred to it -as "Non-Interest-Bearing-Debt"). The Prov- 
inces in developing their weighted average rcostiofmecapi tal stor 


CP Rail grain traffic, similarly treated deferred taxes as 


a a nt i 


Alberta Wheat Pool, Manitoba Pool Elevators and Saskatch- 
ewan Wheat Pool, 


kk 2 5 
Exhibit WP-3, p. 16. 
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* 
Zero-costtdebt : The ‘railways, in their “initial “submission, 
made no reference to deferred taxes in the capital structure. 
Under cross-examination, however, Dr. Quirin agreed that, rt 
working capital were treated properly, "(d)eferred taxes 
‘ kk 

would then appear on the capital structure side" and 
should be treated as contingent’ equity: 

THE COMMISSIONER: When you say it is contingent 

equity, you are saying that if the deferred taxes 

never have to be paid, then they in fact become 

equity? 

Dike, WULRINs res 


THE COMMISSIONER: If they have to be paid, then, 
Dtireis’*a deduction from “equity at ‘that time? 


DRFOUTRING ‘Yes. I think “presumably that athe 
contingency is reflected in the market process 
in "the “security price.*** 


In computing the «capital structure appropriate. [or 
CP Rail, this Commission deleted the amount of deferred 
income taxes shown on the liabilities statement of Canadian 
pacific (Consolidated) Ltd. However, inasmuch as some of 
the assets used in transporting grain were or could have 


ee a ae a a a re ee ee ee ee ee a mee mee ee mee mee mee 


“exhibit AMS-2, p. 61 and page AMS-P/.6; Exhibit AMS—17;, 
p. 119 to 121; Transcript, Vol. 12, pp. 2250. O22 Oe 
and Transcript,..Vol».35,eDps e08z2 Lo veel, 


za* 
Toancer tpt, “Vol 35" pp. foS21. 


kkk 
Ibid., p. 6824. 
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been purchased from funds generated by deferred taxes, 
the application of the capital funds rate to the net 

book values of assets used in the transportation of grain 
will produce a capital funds cost attributable to the ac- 
crued deferred taxes. The effect of this is to accord to 
the deferred income taxes the weighted cost of funds rate 
of the remainder of the capital structure -- the fourth 


approach in our previous outline. 


The treatment afforded deferred taxes causes a sSub- 
stantial change in the weighted average of capital funds 
costs. Table XVIIT lists, the results of sinelud ing ithe de— 
ferred taxes as zero-—cost debt... Note that, byicompanison 
to the results shown in Table XVII, the weighted average 
before and after tax capital funds rates are both lower 
under this approach by 2504" and ey ia ae percentage points 
respectively -- a result which is not surprising when sit 
is realized that all other capital funds “rates are n= 
changed and that an additional 11 percent is added to the 


kkk 
capital structure at-a 0.0 ‘percent capital “tunds “rate. 


—_— rm ee ee, ee 


* 
20.80% from Table XVII minus 18.76% from Table XVIII equals 
2.94 percentage points. 


kk 
11.31% from Table XVII minus 10.20% from Table XVIII equals 
1.11 percentage point. 


xx* 
$4,508,626,000 from Table XVIII divided by $4,062,789,000 
from Table XVII minus 100.0 percent equals#il.0 percent. 


ee no ae 


TABLE XVIII 


CP Limited Capital Structure and Capital Funds Rate 
Including Deferred Taxes as Debt at Zero Interest Rate 


a a = 


| | 
| Cost Rate | Weighted Rate 
| 


$4 ,508 ,626 


a ae a i i i er 


*Tax Rate of 52.35%. 


SOURCE: Exhibit CP-17 (Revised) and Commission's Calculations. 


| 

| 

| 

| 

| 

| 

| 

| | | 

| | Amount | | 

l | (000) laPercents| We sine 5 orale, a ae 
| | | [After | Before | After | Before 
| | | b Tax wi STax* i Tax 9/2 Satpax* 
Lo ee | ee (ee ee I es Os Ll 
| | | | | | 

| Long-Term Debt era ere ng Ps | 2952 A Bick Se) CGS Kaus eee eres 37% 
| | | | | | | 

| 4% Debentures | 292,549: | 6.65 =) G.75e |) “a7 Se On 4a leo. 44 
| | | | | | | 

| Deferred Taxes | 445 ,837 | 9.9: | O20071 “OOO EI 20-00 ae lU.CO 
| | | | | | 

| Total Debt 2, 055.657. | ASG, Bl ou XX Pape Bie Bir eal 
| | | | | | | 

| Preferred Stock | S6y0set 0.8 - |-72345|-15.407 8 lie eU orn en Onl 
| | | | | | 

| Preference Stock | VS 750° | 0532 1-0.720 |) SSS lO CO r en n0c OL 
| | | | | | | 

| Common Stock lee 2eO lo. 53.3. W450" ] 830 48 Rl ere elote 
| | | | | | | 

| Total Equity | 224505060] S44 - | ex |) ee, Bo le es 
| | | | | | | 

| Total | | 100.0% | | 10.208 | 18.76% 
| 

| 

| 

| 

| 

| 


If the deferred taxes are treated as contingent equity 
Beoins Table XIX, the, after tax capitakefunds rave" of -bl 64s 
is marginally higher than the 11.31% after tax rate when de- 


ferred taxes are excluded (Table XVII). However, the before 
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tax rate is markedly lower when deferred taxes are treated 
as contingent equity. This is because under this circun- 
Stance the before tax rate is properly achieved by "grossing 
up" ithe after, taxerate ‘by the effective tax rate Of 338.593 
percent rather than by the book tax rate of 52.35 percent 
which is proper when the deferred taxes abe excluded. “Les 
in the former instance, the effective tax race 1S Noe wea 
ized, the result would be that the deferred taxes would earn 
a pre-tax equity return as if those same taxes had, in. face, 
been” paid. “Failure to recognize this effect would introduce 


* 
double counting. 


Transcript, Vol. 257 DD. 6830 to 6333. 
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| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 

| 

| 

: 

| 

| 

| 
| 
| 
| 
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TABLE XIX 


CP Limited Capital Structure and Capital Funds Rate with 
Deferred Taxes Added as Equity at 14.503 but 
Tax Rate Reduced to Effective Rate 


ee ee ee 
ee ee 
-_-——— ne a 
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$4,508 ,626 


—_—_——— —-.— —- - — — 


*Tax Rate of 38.93% based on taxes paid of $155,472,000 on taxable income of 
$399,322,000 per Exhibit CP-28 (Revised). 


SOURCE: Exhibit CP-17 and Commission's Calculations. 


: ! 
| | 
| | 
| | 
| | 
| | 
| | 
| | | be .CesteRate, ||). Weighted Rate || 
| | Amount | | | | 
| | (000) | Percent | ind eee ee | 
| | | [After | Before | After | Before | 
| | | leTax (ale ax* elamtant |emetaxs | 
= SRC eS ee es jhe ae a | 
| | | | | | | | 
| Long-Term Debt | yoy i ey Mo. XX | wiXX | XX | 
| | | | | | | | 
| 4% Debentures | 292,549 | Re 6 bh. ee eK | Xx ere | 
| | | | res | | | 
| Total Debt | 1,609,820 | Soe TS ule eI OE|) Moa Se oa eee eae gl 
| | | | | | | | 
| Preferred Stock | 367.103] O80, AOR. G4 | 9.025" (VOR iem fae 10 | 
| | | | | | | | 
| Preference Stock | 15,750) O03 1 O72) eile eee O20 Cr Oe 00 | 
| | | | | | | | 
| | | | | | | | 
| Common Stock ee AO eGo 3200, | A. SOT Rese 74 me oe 8) ee 65 | 
| | | | | | | | 
| Deferred Taxes | _ 445 Osh | oi jl SO tae eA ees | oe 5 | 
| ita | | | | | | 
| Total Equity ie 2,998 ,806 |. OA3e Alka I PUXKX Ie oe On 
| | | | | | | 
| Total | | | [11.64% | Wg | 
| el alas | | | | aa 
| | 
l | 
| | 
| 
| 
| 
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Working Capital 


On Schedule 67 of their Annual Report to the Canadian Trans- 


port Commission (reproduced as Table XX, following page), the 


= oe 


TABLE XX 


GENERAL 
Railway Canadian Pacific Limited \éar te oe 
Rate of Return on Net Rail Investment 


eo re 


Highway 


Railway Express ( * labae pb ond Transport aes 
, ; (Ikail) an 
§ S $ AY S 
Property Investment — Rail 
Corporate iialance Sheet... | 25 583,849, 120 es, 150 » 630 607 »734,479,7 
Subsidiary (ompanies’ HNalance | 
Sheers Me THE ae, saan 67,407,417 = .67,407,4 q 


Jointly Qwned Companies 


Other Investments — Rail 


Corporate Kulance Sheet 
(excluding subsidiaries and 
jointly owned companies re- 
ported above) 


Insurance and Other Funds — Rail 


Corporate Balance Sheet . | 3 346, 146 LS 000 ] 1421 a f, 


Working Capical .. eee ee 70,000,000 | ,»000,000 71 ,»000,C ( 
Adjustments (details) ... ROS 8 Seer ae j 


Donations and Grants 7 Pe anv aps Bee 
Disallowed ( IC 


Deduct 


Accrued Depreciation | 


Corporate Halance Steet ! 244,819,506 | 66 307 554 | 31) 12 


Subsidiary Companies’ Balance 
Sheets Se eS ee 
jointly Owned ¢ ompanies . 16 410,696 Li : int 16 410 
Pao resol mnes Ive | 
ortion cable to : | 
Vineness APRs} sip sd ) 98,090,148 6, 364,081 104 4ou 


Excess User over 
Straight line Depreciatio 


7 1,194, 50 
2,671,635) sd‘, 380, 797 
Net Kail lnavestment | a 140 98 1 484, 6 
| 
Income before tixed Charges 
(schedule 14 06 66) | 4,485,146 ; | 
Kare of Kerurn on Net Rail 
Inve scinent 4 9€ 
Eel Oe See, ° 


Source: Annual Report of the Canadian Pacific Limited to the Railway Transport comniil 


of the Canadian Transport Commission and Statisti 
Siic 
ended December 31st, 1974, Schedule 67, ° hands Oe 


ome)? ae 


SDGtay. Ot kau. Cap Uta l . 6.6. $71,000,000" is added to the 
property investment prior to the deduction of accrued depre- 
Pijciom anceother adjustments «” According Ly, the amount 
Showredce NG Rai) sinvestment.... oc, 404,370. 516, which Ls 
Pe sd sigur eas the total shown, on Table, X1V (Page 115)., 
includes this $71 million. This amount remains constant 
each year and does not reflect specific working capital re- 
quirements. However, as described at the outset of this 
chapter, the process of allocating debt and equity under the 
rate base-rate of return approach implicitly treats this 


amount aS equity. 


Cee hoes eMis LION, «70 Million ss inoicared as “the 
required or accepted working capital requirement for the 
railway operations. According to testimony of the Comp- 


ELoOLLer orm anadtan, Paciric Ltd, vVobrere CL out: 


Because CP Rail is operated as a division of CP 
Limited, the exact amount of its working capital 
Cannot be determined. However, an amount of 
$70,000,000 was developed as long ago as 1948, 


i a ee 


* annual Report of:the Canadian Pacific Limited to the Rail- 
way Transport Committee of the Canadian Transport Commis- 
sion and Statistics Canada, Ottawa, For the year ended 
December 3lst, 1974. Because of the inclusion of "Com- 
mercial Communications" under the Railway Act and Cana- 
dian. Transport Commission jurisdiction, these amounts 
are included in the "Total Rail" amounts (note that the 
Commercial Communications represent less than 6 percent 
of all net rail investment). 


ett ee 


on the basis of $35,000,000 cash and $35,000,000 
material and supplies. 


The then Board of Transport Commissioners for 
Canada, and their financial advisers, acceptce 
the. use of this Figure. it has been suse. 
unchanged, despite the substantial decrease 

im tthe value of the dollar, Since Eheim 
relates working Capital to total rallwayemevenue 
of those years, a comparable working capital for 
1974 would amount to at least some S150, 0007 Co. 


According to the Provincial summary submission on Capital 


CoSiese 


There was never a study done to determine the 
appropriateness of this (70 million) figures Vie 
is apparent from the financial statements ror Cr 
Ltd. that very much less than this amount appears 
as net working capital (current assets minus cur- 
rent Liabilities) for the entire CP Ltda (eonsol— 
dace) (Of whitch rail is: only a part... Ocues 

than rail's pro rata share of the nominal amount 
of working capital for all of CP Ltd. Sshowneone ene 
Consolidated Statements, no additional allowance 
for working capital for rail is justiftied.** 


This debate over the appropriateness of $70 million 
or some other amount is somewhat academic, since the net 
values attributed to the assets used in the transportation 
of statutory grain used by the railways and the Provinces 
did not incorporate an allowance for working capital. 


That is, though the capital structure on which the average 


capital funds was determined included an allowance for 


ee as ss ss aes es ss a 


* 
Exot scp-39; pp. 8-R-9 and §—R-10. 
* 


* 
SUuDMrsStoOneon the Provinces of Alberta, Manitoba and 
Saskatchewan on Capital Costs, pp. 4 and 5. 
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working capital, the total net asset base to which the 
capital funds rate was applied did not include a working 
capital allowances "Thies Ledatowthe-mailway position ‘that 
thewoverstatement of costs resulting “from the’ exclusion of 
geterneq taxes in’ the “capital “structure wassan offset’ to the 
understatement of costs resulting from the..excluision of 


working capital in the net book value asset base. 


tip point offvyhact, therallowance of S70 million ifox 
working capital does not bear any relationship to the year 
end net working capital balances of Canadian Pacific Limited. 
Table XXI (following page) shows that, while inventories (half 
of the $70 million allowance) have grown to nearly twice 
tneireioriginal allowance, shargely due to g@inflation, ithestotal 
of working capital allowances has not kept pace. For 1974, 
the year end net working capital was only $6 million (im- 


plying a negative cash working capital of $63 million). 


As stated in our Report, Volume I, the submissions be- 
fOoremetoisecommussion, the’ evidence of the data of Table XxXI, 
and the information relating to the establishment of the 
original $70 million allowance were inconclusive and did not 
Support acceptance of either $70 million or $150 million for 
WOrKingmeaoltal in “the| capital istructure.o thesderermingtion 
of an appropriate working capital allowance therefore requires 


a detailed study of the lead and lag in cash flows. 
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It is clear that working capital represents a necessary 
aurocat ton Oo funds for the conduct) © f= any™busdi ness» enter= 
prise. Without specific knowledge of the cash flow require- 
ments, we did not include an allowance for these in the in- 
vestment base applicable to statutory grain. However, to 
PRUs sha wpe ithewe biect ,of “including seit hers 70y or-S050/ mil 
lion as working capital, Table XXII was prepared. As shown 
therein, a $70 million and $150 million working capital al- 
lowance in the asset base would create a capital funds cost 
that is about 5 percent and 11 percent higher, respectively, 
than that which the Commission utilized. 

inet a ee re oe eee ot 
TABLE XXII 


Effect on Capital Funds Cost of Including Working Capital in CP Ltd. 
Capital Structure and Asset Base 


i 


Net Book Investment for CP Rail 
(excluding Commercial Communications) = $1,407,235,718 
(This amount includes an allowance for Working Capital of $70,000,000) 


excluding Working Capital allowance = $1,337,235,718 


Effect of adding Working Capital allowance to Asset Base 


i) $70 Million Working Capital $1,407,235 ,718 _ 1.05235 
13,°33:70235, 712 

ii) $150 Million Working Capital $1,487 235,718 _ 5 44017 
We37h2s57718 


| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| Net Book Investment for CP Rail | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| aera tS Flan ay BS yc etel 
| Source: Annual Report of the Canadian Pacific Limited to the Railway | 
| Transport Committee of the Canadian Transport Commission and | 
| Statistics Canada, for the year ended December 31, 1974, | 
| Schedule 67. : 
| 
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Offsetting Nature of Deferred Taxes and Working Capital 
Adjustments 
Recall that earlier we recognized that the exclusion 
of deferred income taxes generally overstated the capital 
funds costs/£" We ‘are tow “in' a position to ‘display “theseom= 


bined effects of that overstatement and the working capital 
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TABLE XXIII 

Effect of Combining Allowance for Deferred Taxes 

in Capital Structure and Allowance for 
Working Capital in Asset Base 


Be ee rl ae 


|After Tax Rate | Before Tax Rate 
| 


| 
| 
| 
| 
| 
| 
| 
| Case I: Deferred Taxes as Debt with Zero Interest Cost 
| 
| 
| 
| 
| 


| 
| No Working Capital | 10.20% | 18.763 
| | | 
| Working Capital of $70 Million | 10073 | 1075 
| | | 
| Working Capital of $150 Million| ql 334 | 

| 


| 


nn a 


Case II: Deferred Taxes as Equity at 14.50% and Reduced 
Tax Rate 


pow 


| 
[After Tax Rate | Before Tax Rate 
| 


| 
No Working Capital | 11.64% 
| 


LoL 
° ° | 
Working Capital of $150 Million| L2ESS 19.47 


| 
| 
| 
| 
Working Capital of $70 Million | 12325 | 18.43 
| 
| 
| 


SOURCE: Tables XVIII, XIX and XXII 
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] 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 20.88 | 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| ! 
| | 
| 
| | 
| | 
| | 
| | 
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understatement referred to just above. By applying the two 
results shown on Table XXII to the results shown on Tables 
KViL and, sxe the, two. offsetting.errors". neferneds tondn our 
Report, Volume I at page 88 (and footnote) become aparent. 
Tiescaci, aS, Showk,on Table. XXIII, when.deferred taxesnare 
treated. .os jai Zero-—cost debt.and, allowance’ offs Si50nmiddson 
fOr woukind capital is: included,. the. befone ands after) tax 
Capltalsstunds, rates are virtually identical) ton the: raetessof 


20.8; and: d1.,3); percent, utilized, in the Commission's reports 


While recognizing that none of the combinations shown 
aS Table XXIII produce exactly the same before and after tax 
capital funds rates we have chosen for our cost computations, 
they indicate possible ranges in which that mythical "true" 
answer might fall. Nonetheless, we are confident that the 
capital funds rates we have chosen represent "the fairest 
way to deal with a very thorny problem." ; To have altered 
our calculations in any other way would have been to perform 
a judgmental analysis which could not be justified on the 


basis ot. the tacts availabie to this Commission. 


PenslLous 
Note 3 to the Consolidated Financial Statements of 
Canadian Pacific Limited relates to’ Pensions and states: 


At December 31, 1975, there were unfunded lia- 
bilities;<sdetermined by acturial! evaluations;Tof 
$478,000,000 which ds! beingifundedsbyoaiseries of 
equal annual payments ending in 1989 to 1992, and 
$271,000,000 which is being funded by equal annual 
payments to 2027. 


me ee ee ee a ee ee ee eee ee oe eee 


a 
Report Volume I, ip. .88. 
ee Oe ot ae 


Pension expense, including current service costs 

and payments on account of unfunded liabilities 

was 5105,000,000: in 1975 (1974 — $82 70007000) 
This note was appended to the financial statements, meaning 
that the unfunded liability would not appear with the 
liabilities of the balance sheet, in the same way that 
contingents liabilities’ for law suits are not’ segregated’ as 
separate liabilities. This unfunded pension liability is 
somewhat Similar to the analysis of deferred, taxes. The 
two approaches advocated in dealing with this amount were: 

@e include the full amount in the capital structure 

as debt with a cost rate equivalent to the rate 


of discount utilized in the actuarial computa- 
Bron ot the Miabiliry 


e exclude it, as a segregated amount, from the 
capital structure so that it acquires the same 
cost rate as common equity, de facto. 


Because of the magnitude of this item, Shitting Te from 


one side to the other could have significant effects on 


the ultimate cost of funds rate. “The Provincial pogitren 


ee ss eC 


* 
ExhibiteCcP-17, p.ol9ee"o The Sited! passage is’ fromthe 
1975 Annual Report, the exhibit presented before this 
Commission. The 1974 Annual Report contains a similar 
note.1) Thesunfunded*liebility in’1974 was? S426®mnidlion, 
and the sclirrente costowasu $82ilini lion. 
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ganermed lo tieay lew Expressed by the first of the two 
approaches. Ccording to their Summary Submission, the 
amount of the liability has been actuarially determined and 
ENere appears to De a Legal obligation that. Canadian, pacific 
Limited pay that amount. Asserting that this fund was not 
common equity, but debt with a cost rate equivalent to the 


actuarial discount rate, the Provinces recommended: 


Evidence of the rate used was not available at the 
Orit lia Mearangs Dut if this “approach 1s used, the 
COMmitecion should ascertain. it .for CP Ltd. and 
Apply cit co. this amount. Of course’ there 1s no 
income tax applicable since these funds are 
actually debt which the corporation will pay out 
before arriving at its net income subject to income 
Cans * 


While stated clearly in summation, the Provincial position 


on this topic was not as clearly expressed under examination 
k* 

by the Commission. Equally, the position of the railways 

on this issue was somewhat clouded during that same exami- 


nation but was restated clearly in their Summary Submission: 


when account is taken of CP's substantial unfunded 
Pension Ilapilities Lb is cléar ‘that the Viabim— 
Ebescvtermally ine ltided in’ the balance sheet under— 
estimate materially CP's long-term liabilities. 


a es ee ee se ee 


* . 
Submission of the Provinces of Alberta, Manitoba and 
Saskatchewan on Capital Costs, p. 3. 


kx 
Treanseriot »sVO1 5/30 ; meeps 0730) bo. 6920). 
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ft. is also clear that CP'S ability to raisemsddi 
tional debt is over-estimated by the conventional 
debt ratio. In addition, recognition of nie sia. 
bility invalidates the conventional measures of debt 
Servicing ability to a greater extent in CP"s case 
than in the case of U.S. railroads... Pinal je 0c 78 
Mition of the effect of this-liabibity on tuuure 
@arnings does riot invalidate Dr. Ouilrin svgrowe 
estimate.* 


From a review of the testimony, 10 ,)1S fair iy Clear 
that this obligation arises because of the impact of 
inflation on salaries, and pensions tied to those salaries. 
While it is now clear that the company has known future 
obligations, it does not now have to provide all of the 
funds determined by the actuarial examination. Because of 
this, the balance sheet of the company effectively under- 
states the company's long term liabilities: 

if that (the pension fund liability) were required 

tomorrow aS it might well be by legislation to be 

funded somehow and funds had to be borrowed for 

that purpose one would find a debt ratio not cf oo 

percent or between 30 -and 33 .but. between 50 sand 54.7% 
This was further supported by the response to the following 


question: 


a a ee a a ee es es es ee 


* 
Summary and Final Argument of Canadian National and CP 


Rew Dcoct. OheCaplialsSectlon, Dis 26i. 


kx 
TRAN SCri pty Vole 354 pp. 6/79 and 6780 .(Dr. OU tain} 
Speaking). 
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THE COMMISSIONER: But in fact does it not appear 
Pa hea lvancessheet of the company as assets. pute 
chased from retained earnings which would have 
gone, to. the ppension, plan if the thing. had, been 
kept on a proper keel? 


DR OUIRIN: There is in effect anh. overstatement 
Ge equity -bY that. .amount..* 


However, when asked if this would imply that the Commission 
should “adjust the CTC approved capital structure for.CP 


Rail to decrease the equity portion, Dr. Quirin responded: 


lewoulo rothnern not .do that, Sins 1 think i would 
be inclined to take careful notice of it both from 
the point of view of what might happen to the bond 
ratings in terms of what additional debt raising 
Capacity the company might have and so forth 

If I were to do that (shift the unfunded pension 
itty ron equity, to. debt diabilityii, Dsthink 
I would attempt to ascertain what the effective 
eal Cost. of that application, is and: it.wouldabe 
MWweCOOLencLoneathat Lt 1S. probably wt least as 
great given the built-in biases of the system 

by which the thing is calculated the real cost 

i=@ probably Likely to be as.great.as the,existing 
SULLY oGOSo. «This 1S why l.wobld not,bother doing 
Beetle’ 


The railway position was further solidified when 
DG. WwOWlr In was asked. if ‘his,sole.rneason.fors,excluding»,the 


unfunded pension liability was because its cost rate would 


be about the same as the equity calculation: 


ee ee ee ee eS Se Se SS 


* 
Ibid’, .p. 6785. 


**tbid., pp. 6785 and 6803. 
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DR. QUIRIN: No. My reason for not including 

it ‘primarily is that it is not “notmal accounui 
Dractice to do from a starting point (or veew. 

Tt is) Something that acts ds 4 Testraiite on culiie 
borrowing capacity and a great deal of other things. 
Et 2S a warning, if you like, Ehat ehere re rqreace 
obligatlonss tying dhead.. 

If one were going to include it and one were 
Satisfied that all of the’ actuarial “assumpic1ons wore 
going to be met, then it might under very, ven, 
favourable circumstances -- I would have to look at 
what happened to the equity cost as a consequence of 
these manipulations -- it might be an appropriate 
number to use. However, there are some very peculiar 
kinds of regulations with respect to the assumptions 
that can be made. It is not permitted to assume an 
increase in future salary levels of more than 3 per- 
cent, for example, in making the actuarial projec-— 
tions. There are some other ones of a Similar 
character with respect to mortality tables which 
operate perhaps the other way. There are some 
strange representations, in the mortality tables 
which I do not think are important. In order to 
keep the funds solvent there are unrealistic as- 
sumptions about earnings rates frequently incorpo- 
rated in the actuarial calculations. so. ft would mou 
without a very careful study of the entire basis 
ol the thing just simply run out and adopt tie 
assumed earnings rate. 

The shortfall in past service obligations a- 
rises as I said because of inflation changing the 
Salary levels and it cannot retroactively change 
the contributions of employer or employee. It also 
arises frequently even in a stable price environment 
because of labour negotiations which effectively 
impose upon the company a more beneficial pension 
plan. I would not regard those as being a company's 
generosity to its employees. I would regard those 
as the company paying the going price for labour to 
its employees just as much as their current wage rate 
represented” the current Labour. “Tt may hot have 
been done out of generosity 60 years ago. I think at 
the present time that is in recognition of the fact 
of the labour market. 

I think without -- I don't -- without a very 
detailed explanation of all these things I would 
not want to specify what amount should be included 
on the balance sheet, nor what the rate of return 
Should be on it. My instinctive reaction is I 


=a = 


woudd. continue: to leave that as equity. ‘There’ ‘i's 

equity on the balance sheet. The equity is bought 

and? paid forswith due notice givens toe thes facts that 

Mtommatron Is disclosed in the annual’ report and 

that is I think the basis on which it should 

continue to rest.* 

We have accepted the view that the capital structure 
relevant torthe shareholdersat issue+in* this sinvestigation 
1S thathotecanadlangPacific Limited .¢Consebidated) + fatn-— 
cluded ine this capital structure .is+¢an .amount aofvnetamned 
earnings/shareholders' equity which has arisen from an under- 
statement of previous expenses -- the pension liability. At 
the same time, those shareholders are aware of the unfunded 
pension liability which the corporation will face in the fu- 
ture and have, presumably, adjusted their growth expectations 
and resulting cost of equity funds rate requirements. Also, 
the company, in generating capital funds in the recent 
past, has examined the options of debt and equity funding 
and the effective rates for each. Accordingly, we are of 
the onion athatethis liability isiimplicitly included in 
the weighted cost of funds rate which we have adopted. If 
we were to shift the unfunded pension liability, we would 
have to reexamine the debt capacity and recent debt rates 


of the company. To do so would represent an impressive 


undertaking that would have taken us well beyond the 


se 6s er ee oe re wer er ewer 


* 
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effort: possible: atvVthis®’ time.’ In thevend, wes wets slat scone 
vineed that the outcome ofthis would ditfer iateriaiiy 


from the results as we have computed them. 
In this, we must concur with Dr. Gordon’ sien, ia 


to look on this pension fund liability one would 
have to have a great deal of information, not 
only with regard to the nature of the commitments 
but the whole actuarial computations which are 

a very hairy operation.* 


Donations and Grants 


With respect to donations and grants, the Provincial 
position was that they must be identified as a capital 


component whose cost rate was zero: 


They were made with a view to ensuring that the 
shareholders of the Railway received a fair return 
on the investment they actually made. When the 
Railway was fully regulated, donations and grants 
were always excluded from the net investment base 
of the Canadian Pacific.** 


The railways agreed that, to the extent donations and grants 


are reflected or embedded in assets utilized in the transpor- 


tationwof qrainvby rail, they should be ineluded we part of 


* 
[bide epee 7608 


K* 
Submission of the Provinces of Alberta, Manitoba and 


Saskatenewan ‘on Capital Costsi, pp. 3 ands 4. 
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themcapitaltmstructurevbut! argued ythatuthey shouldshave a 
Capital funds rate Similar to® that 6ftcommon* equity: 
DR -QUILRIN: Il chink ias'@ matter cof principle<1 
would argue that they should be given the equity 
rate or some slightly smaller rate possibly. 
THE COMMISSIONER: If they were given the equity 
rate should they also be grossed up for taxes? 
DRe QUIRING Thatiis a matter I havé nothactughly 
tnought about, I think by implication of things 
I have said elsewhere I think they should be 
grossed up for taxes.* 
However, aS noted by Dr. Quirin, elsewhere, most if not 
all of these donations and grants have been excluded from 
the net investment base used to compute the capital funds 
kk 
costeol chonsvorbing grain by rail.« According ly-;41e was 
appropriate to exclude them from the capital structure. 
CP Raiif#emo7a Annual Report to: the CTC shows) thatudisdlr- 
lowed donations and grants represent about four percent 
of the net rail investment base -- hence our conclusion 
that the relative amounts of money involved had little 


KK* 
net effecti ond the cost ot- findsérate. 


* 
Transcript, Vol. Soy> pps 5822 androe23% 


kx A 
See, for example, the listing of CNR donations and 
CLanus spent sCN= 14), ip. 0110: 


kk : 
Note@thate the S56 milition ef donations and’ grants 


would only represent about one percent of the CP 
Limited (Consolidated) net-.investment. 
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We were unable to accept fully the position advanced 
by the Provinces regarding the purpose of the donations 
and grants. However, the fact that we have concluded that 
most assets arising from donations and) grants have been 
excluded!from.the net. asset base attributed »towthe trans— 
portationyeficstatutory grain» and thatethe impactor aie 
remaining amounts would be insignificant leads us to 
conclude that leaving whatever remains as equity is quite 


acceptable. 
Inert Assets 


Along similar lines, the Provinces argued that the 
common equity account of CP Limited was inflated, to the 
extent that the investment base incorporated redundant 


or imertsassets: 


To the knowledge of AMS, no physical inventory 
has ever been made of railway property to deter- 
mine the extent of inert or redundant assets in 
the system. Such a task would probably be impos- 
sible....The existence of assets in the system, 
not used and useful, should be recognized as 
being reflected in the common equity account and 
it should accordingly be reduced.** 


* 
If no donations or grants were excluded, a shift of 
these dollars to zero cost debt would change the 
POs toe. 11e vandmrnes20.90%. ton 2.0. 88a. 
kx 
Submission of the Provinces of Alberta, Manitoba and 
Saskatchewan-on Capital Costs, po. 4. 
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According to Dr. Gordon, the presence of inert assets 


fame HOtea Consideration ofiarniving-atea cect 
rate. The cost rate is independent of whether 
the existing capital is efficient for the pur- 
Pore or is excessive, but it certainly influences 
Prem@eteriination of *thescapital costs .inidollars .* 
heemoced an the Provincial Summary Submission, this is 
not a new problem. In Reasons for Order No. R-6313, the 
Committee established, among others, the following guide- 
lines: 
The effect of inert assets in the Canadian Pacific 
net investment base is to inflate the equity por- 
tion of the railway's capital structure. Since 
equity normally requires a higher rate of return 
Lian Ceoree= particularly if income tax, guincluded 
-- a return calculation using net book investment 
results in a rate which is higher than reasonable 
when applied to specific items of investiment.** 
Within the scope of this Inquiry, we were not able 
to undertake a detailed analysis of all of the assets 
and their efficiencies within Canadian Pacific, Limited. 
Even the reduced task of examining the capital efficiency 
of the assets employed in grain transportation by rail 


was beyond our capabilities. The one major exception 


to this was our exclusion of the unnecessary stations 


* 
Teanee eho, AVVO leas 5 pepps cb 128 cand “6959. 
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on the Grain dependent fines of Canadian National. Aside 
from this, we adopted the same approach as both the 
Provinces and the railways: 

(to) inherently assume that the employment of 

the capital 1s efficient... 
To the extent that there may be inert assets in the asset 
base, we will have overstated the costs of transporting 
grain by rail by some unknown amount. However, we were 
aware of this potential problem and we have devoted some 
time to the identification of the costs associated with 
these assets. We conclude that the extent of the over- 


statement in grain transportation was not significant. 
Premium on Preferred Stock 


Premium on preferred stock arises from differences 
between historical par values and exchange par values and 
from’discounts and premiums on the stock. “The tesctimeny 

kik 


of Mr. Clough dealt with “this matter im some metal. and 


was partly in response to a considerable amount of 


is ss ee ss 1 ee es ee ee 


* 
Reporte, voulme: t,op, Ll9—-l2). 


kk 
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kk* 
Exhibit CP-39, pp. 8-R-19 to 8-R-21. 
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discussion which took place during the Winnipeg hearings’ aS 
a discussion which centered around the difference in magni- 
Bude between the preference stock entry of CP Rail in its 
Annual” Report to Che CTC and the same entry for Canadian 
Pactire hLimeted || Consolidated) in its Annual Report ‘to 


shareholders. 


Basically, the Premium on Preference Stock has arisen 


from three sets of transactions: 


@e discounts and premiums on original issuance of 43% 
Non-Cumulative Preference Stock between 1893 and 
19 2 


e 1967 to 1969 conversion of sterling holdings 
to Canadian dollar holdings of preference stock 
created an excess of original par value, con- 
VErEedu et) 54.66 2/3 to the: pound,.oversthe .par 
value of the new stock, converted at $3.00 to 
the. pound sterling. 


e 1971 to 1974 conversion of 4% Non-Cumulative 
Preference Stock (sterling and Canadian) to 
7 1/4% Cumulative Redeemable Preferred Shares, 
Series A, par value $10.00, created an excess 


of par value of preference stock over that of 
preferred shares. 


The first of these represents a debit, the latter two 
Creaits, to. the “Premium on Stock” account... However, .Ghese 


ave not the only entries in that aecount. By tar -the Lar- 


gest component of the account is premium on ordinary stock 


TPeanceriom, Vol. 10, sop. 1748 ‘to 41761. 
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(about $78.8 million), though the discount on debenture 
stock ($24.4 million) has a significant impact on the over- 


all Vaccount. 


In the analysis performed by the railways in computing 
the cost of capital, the premiums and discounts of preference, 
preferred and ordinary shares have been applied against their 
respective totals: 

The cost rates for the various classesof capi 

tal were calculated on the effective net” proceeds 

after addition of premium or deduction of discoume. 

It would, of course, be possible to deem this pre- 

mium part of the ordinary stockholders' equity, 

witch is. the effect’ of normal accotinting pract.ces, 

when making? cost of capital, calcuhations, oine 

approach used is exceedingly conservative, in that 

it “produces! a’ lower cost of Gapltal rated 

In their Summary Submission, the Provinces argued that 
premiums arose due to arbitrary par values and that they 
had no signitteance.’ ‘Accordingly, they argued= thacea:s 
amounts paid, including premiums and discounts in respect 
of preferred™stocks be treated as preferred.” Ths waa. 17 


accord with the approach adopted by the railways, though 


the Provinces*® *assertion that’: 


i a i i i i i is se se es ee ee 


Bxiwibdt) CP-39). wee ahd: 
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Piewe is no “Economic or dccounting Justification 
for allocating the premium on preferred stock 
to the common equity account* 


imdedtessthat they do not Support Mr. Clough” 6 /claim that 


the approach achieves conservative results. 


This Commission, in developing the appropriate capital 
eceuctupe for CP btd., adopted ‘the* Consolidated str uctitir es 
The effect of this is to include the preference premiums 
in common equity. In this, we accepted the capital struc- 
ture “of CP Limited as contained in their’ Annual ‘Report to 
Shareholders and accepted the "normal" accounting practices 
referenced by Mr. Clough. Note that if we had restated the 
premium on preference shares as preference stock and used 
the reduced capital funds rate of ene percent, our com- 
puted after tax rate would have been lowered from 11.31 
percent! sto dl.ll percent and our computed before tax rate 
would correspondingly be reduced from 20.80 percent to 20.38 
percent.) af we had) used the original 4 percent Wate sather 
than the 0.75 percent rate, our computed after and before tax 


rates-would? have; been’ Lil .18: percent ‘and 20753" percent 


* . 
Submission of the Provinces of Alberta, Manitoba and 
Saskatchewan on Capital Costs, p. 5. 
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The 0.75 percent cost rate ,for the preference stock is a 


reduction tthe ioriginal 4.0! percentWratento: reflect the 
reissue effects. 


cae eo eS 


respectively. 


We are satisfied that the procedure which we have 
adopted is satisfactory for the purpose of costing cic 
movement of grain by rail. “Whether the sale sot gap reier— 
ence!'stock generates a discount or premium to ‘the corpora— 
tion will have been considered by the purchaser of the is- 
sue in accepting the coupon rate. However, when the con- 
pany (pays dividends, it) will be on ‘the’ par valvermandmner 
on the purchase price. Additionally, when a premium is 
generated in the issue of the preference stock, it cannot 
generate irreturns: tovthe: preference shareholder, Ganeerni. 
return-1s stated as a ‘coupon rate ona par value. fhat 
premium is available and does generate a return which is 
available to the common equity shareholder and should be 
expected to! earn) a’ returnicompar able ‘to “alli of the mSther 
funds available to the common equity shareholder. Con- 
versely, when a discount is given on a preference stock 
issue, it deprives the common equity shareholder of funds 
which would have earned a return equal to the rate on com- 


mon shareholders’ equity. 


For these reasons, we have adopted the procedure of 
allocating all premiums and discounts to a Single account 
and including this with common equity, as £6 done onmecne 


CP Limited Consolidated Financial Statement. 
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Capitalization of Leases 


The final factor which could potentially influence 
the capital structure was the existence of noncapitalized 
leases. This issue was raised during the cross-examination 
of Dr. Quirin, when he was being questioned on the issue 
Cr eot coverage in comparison to U.S. rallroads. itn the 


course of a much longer response, he stated: 


another factor that we have looked at and which 
again is taken into account is the extended 
(extent of?) capitalized rental obligations 
which are to some extent a substitute of debt 
and have to be taken into account again.* 


At the conclusion of this answer, one of the Provincial 


spokesmen continued: 


MR. ROTHSTEIN: Arising out of that statement, 
Dr. Quirin, how have you treated leases in the 
Sanseruction of your capital structure for Ce 
Rail? 


DR. QUIRIN: I believe most are capitalized... 


MR. ROTHSTEIN: To the extent that some leases 
were not capitalized you would be understating 
Gne.debtin ratio? 


ORs OUIRIN: (THAaAt. 18 right/and the samerof 
eougee- would apply to the U.o. eeltroads 55 


i ee es a ee ae ae ee ee ere eer 


* c 2 
Transcript) Vol. 34,~p.°6490;. bracketed..phrase.is)dnterpre- 
tation, of. apparent. transcript, error, 


kk ; 
Tbidwwp. 6491. 
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However, in a later clarifying comment; Drs Quirin stated: 


f'do not think It PS improper Not Go cap meaa 

them, but. think for purposes. of comparison, wit 

other companies their leases ought to be capital- 

ized as well.* 

In the Annual Report to Shareholders, under the heading 
of Contingent Liabilities, Canadian Pacific Limited indicate 
commitments for rent for freight cars of about 254 million 
and commitments under other long-term leases of approxi- 
mately $86 million. Some of these former leases are for 
short periods of time, and the latter are unrelated to CP Rail. 
The railway position was detailed in the following exchange: 

THE COMMISSIONER: Is 1t CP Rail"s positian thar 

only the 51925 million is properly ine iuaca =e 

that correct? 

Mite) KNOX Serves. 


DR. QUIRIN: I believe that is the position. 


THE COMMISSIONER: . And that none of the $86 mil-— 
lion is properly included? 


DR. QUURINS. wveG.* = 


The Provinclalsposition.on this matter was.stated-in their 


Summary Submission: 


a a a a es ee 
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Payments required under leases are long term obli- 

gations of the company. As such, these leases 

should be capitalized in arriving at the true Cape 

ital structure....It should be noted however that 

the inclusion of leases in the capital structure 

will increase both long term debt and total long 

term investment in the firm, but the proportion 

Gioeanes total which is debt, will be increased .* 

Late in the hearings, the Commissioner requested that 
Canadian Pacific provide additional information on leasing 

P : : ** ; 
commitments’. -“Ih a-letter to «the Commissioner ; details of 
"financing" (or “capital") leases were’ provided which indi- 
cated that Canadian Pacific (Consolidated) Limited had lease 
commitments of $139.5 million at December 31, 1974. Of this 
amount, $63.7 million (46 percent) were financing leases; of 
that amount, $19.5 million were associated with Canadian 
Pacific Limited and the remaining $44.2 million with its 


subsidiaries (principally The Algoma Steel Corporation, 


Limited). 


Incomputing the appropriate capital funds ‘cost *for 
this Commission, we did not make any specific adjustments 
for lease commitments which could have impacted on the cap- 
ital structure. Had we included the above $63.7 million 


as recent long-term debt, at, say, 10.57 percent, 


ee ee ee SS Se 


* ° 
Submission of the Provinces of Alberta, Manitoba and 
Saskatchewan on Capital Costs, page 5. 


“Letter Ocen. Ms ROMOLL, ANgQusL” 10,. 1976, 
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the effect would have been to decrease the after tax rate 
from Ll.3)]. to.-l1.29 percent,-and .the, be forertax gqace from 
20.80 to 20.64 percent... Alternatively, 1& thé seneive samoune 
of $139.5 milltom had, been included; the Vhaskpwotla gare 
been the same 11.29 percent and the 20.80 would have been 
slightly lower at 20.48 percent. Finally, if we had only 
included the financing leases of Canadian Pacific Limited 
($19.5. million), the rates, of 11.3) and 20. co ppercems would 


have changed to 11.30 and. 20.75, respectively. 


Clearly, the effects of these exclusions are not 
significant, even if one were convinced that their in- 
clusion were appropriate. We agree that from the stand- 
point of costing, leased equipment should be treated in a 
manner Similar to equipment owned by the railway. However, 
this is not achieved by converting outstanding lease com- 
mitments into balance sheet liabilities as suggested by 
the Provinces. Embodied in the lease commitment is the 
owner's trade-off between interest cost, purchase price 


and ~PpEOLiG diftfenential Ss. 


An acceptable argument can be advanced for the inclu- 
sion of some capital components to reflect finaneial or 
capital leases in the capital structure used in computing 


the capital funds rate and capital funds cost. Having 


=. J56F = 


done so, it would become necessary to include separate capi- 
tal funds costs and depreciation costs for these items -- 
costs which may differ from averages of comparable equipment 
owned by the railway. Finally, the amount to be included 
and the appropriate cost of funds-rate to apply against it 
may differ significantly from the recognized leasing com- 


mitment and the incremental borrowing rate of the company. 


Conclusion 


seven potential adjustments to the selected capital 

structure have been identified in this section. Each one, 
taken independently, would be expected to have only a minimal 
impact on the computed rates of 11.31 and 20.80 percent even 
if their fullest impact were expected. As noted in most of 
the cases, it is not clear that any of them would yield the 
fullest impact computed. Additionally, two of these factors 
were shown to have offsetting effects on the cost of funds 


rates of CP Limited, as computed. 


No attempt has been made to rank, correlate or inte- 
grate the potential impacts of all of these adjusting 
factors. on the chosen capital structure and cost “of funds 
rates. We have explored their potential impacts but find 
that our chosen structure and rates are appropriate and need 


not be modified. In this, the Commission believes that it 


- 157 - 


has progressed to the most refined examination possible and 
in. light “of alli* these findings ts still Contidenteehatrene 
chosen structure and yestilting capital funds * rates: aremene 
most appropriate for the costing of®the transporeationgor 


grain by rail under contemporary conditions. 
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CHAPTERGWa 
LONG TERM DEBT FUNDS RATE 


in’ the’ preceding chapters, we have disctissed various 
Factors that influence the development of the average capital 
funds rate appropriate for CP Rail's transportation of statu- 
worvedrain. This chapter and chapters: VIL And? Vide iset forth 
the positions of the various parties to the inquiry and our 
analysis and conclusions as to the capital funds rate for each 
of the primary sources of capital (i.e., debt, preferred equity, 
and common equity) used to purchase the railway owned assets 


employed in the transportation of statutory grain. 


All parties and the Commission defined long-term debt 
as all noncallable debt not due within the year 1974; all 
debt with a term in excess of one year which was due within 
year 1974; and the perpetual 4% consolidated debenture stock 
not pledged as security for the Collateral Trust Bonds of 


CanacsanaPaci fice Limited 


Inutheiradevelopmentiofta cost rate for>debti capital, 
the railways utilized the interest rates on the various 
debt instruments related to the capital employed in the rail 


operations. These rates ranged from 1.98 percent to 8.25 


= 67) 519 p= 


percent and represent the historical (or embedded) rates 

for each type or category of debt instrument. As shown on 
Table XXIV (following page), the weighting of the inveresre 
rates by the relative proportions of their, assoctaved? dent 
yields an average interest rate of 4.96 percent referred to 


* 
in, Volume. I,of this, Report. 


The Provinces in their initial submissiom noted) thaw 
either the average embedded interest rate on the debt of CP 
Limited of 6.75 (developed as shown in Table wee page 162) 
or the 4.96 percent used by the railways could be justified 


on certain grounds: 


The case for using the CP Limited embedded rate 
is that particular debt instruments should not 
be attached to particular assets. On the other 
hand,,. much of they low=cost debts intithe (crpanin= 
ited capital structure was a direct conse- 
quence of CP Rail. ~A»pragmatic: Solution temithe 
problem is to take a simple average of the two 
embedded rates, and that was done.*** 


* 
Due to typographical error, this is incorrectly reported 
as 4.99 percent at page 90 of the Report. 
k* 
These long-term: debt of Algoma SteelsCorporaviont (alcPnltd. 
Subsidiary) was not included in the development of the 
embedded interest rate applicable to the long-term debt 
of CP Limited (Consolidated) because it was not incurred 
until mid-year 1974. 


kk oats 
Exhibit AMS-2, p. 68. 
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TABLE XXIV 


Canad Vani(Pack fe) (Ltd. 
Embedded Cost of Debt Capital Employed 
in the Rail Enterprise 


rr a i a i es a en ee eee ee | 
A A RN EN A TT TR A en ne ee ee ee 


me a i se a a ee ee a a ne es ee a a a a a a a a rm ers ae er eee 


Seurces Exhibit R-4, p.. 57. 


| 

| 

| 

| 

| 

| 

| 

| 

| | Aggregate | | 

| Debt Capital | Amount At | Percent | Cost 
| ) Deces S774. 1) Gh Toral jAoura te 
| ft <SO005 000), 4 | 

| ee ee ees Se eri 4 Mabe ted ate 8. 
| | | | 

| Equipment Trust Certificates | $ 79.59 met re kN be are ee 
| | | | 

| Leased Line Securities Not | | | 

| Owned | | | 

| | | | 

| Sterling | 44.00 | 9.88 OS 
| Ls cbt | Ore | Dane | Bie OD 
| Canadian | Pe Pee 15 | 5.25 ee ree 
| | | | 

f Collateral Trust Bonds | 98.80 tee a Be le 7 So 
| | | | 

| Bank Loans | LS OG | Bis] | ey ale 
| | | | 

| Perpetual 4% Consolidated | | | 

| Debenture Stock | | | 

| | | | 

| Sterling | 143,59 | Bia wor, | 1.98 
ee eS. |. 85.91 |. 6.06 1). 4a 
| | | | 

P Total, Debt (Pt SAAS 250 ereOso0s |) 4a Fes 
| | | 

| 

| 

| 
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TABLE XXV 


CP) Limited 
Embedded Cost of Debt for Year 1974 


As at December 31 


OMS 7.8 1974 


| 
| 
! 
| ($000,000) ($000,000) 


| 
| 
| 
Des 
| 
Long-term Debt | “S" 619 7a) |) wale eo eno 
| | 
Plus Long-term Debt Due | | 
| kG S10) So Tle e3 
| | 
Plus 4% Consolidated Debentures | 29246. 14 29250 
| | 
Less Algoma Steel Debt [le ee ee 
| | 
Computed Long-term Debt l> Shpesoso: “eee, 24i 
| | 
. | 
Average Long-term Debt | SL PY 36O ae 
| 
1974 Interest paid on this Debt | Ol 288 
| 
Embedded Interest Rate | 6.152 


Source: Exhibit AMS-2, page AMS-P7.5; Annual Report to 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| within Current Year 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| ehaneholders yy scr Ltd) 1974; 
| 


The outcome of this "pragmatic solution" is a rate of 
5.8 percent which was used for the Provincial calcula- 


tion of the weighted capital funds rate. 
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With reference to their submitted capital funds rate 


calculations, the railways noted: 


It must be recognized that this average figure 
is aS low as it is only because of the inclu- 
sion of embedded debt and preferred share 
equity costs which are significantly below 
current cost Tevels. Any addition’ to present 
eopicalization . . . would involve signiti- 
Cancly higher costs .* 


According to the railway submission, an appropriate current 
Cost. ot debt would be 10.7 percent. Substituting this 
percentage for the embedded rates of Equipment Trust Certif- 
icates, Collateral Trust Bonds and Bank teas. Shown on 
Table XXIV yields a weighted cost rate of 6.30 percent for 


debte capital, 


The Commission rejected the railways' use of the 


specific interest rates of historical debt instruments even 


ee a ee eee ee eee 


“pkhibit R=45)) pw 47's 
* * . ° ° ° 
Aestbmitted to the CTC by Canadian Pacific “in May 
1675, the Current cost of debt was calculated as the 
composite cost of their latest bond issue (Collateral 
Trust Bonds Gated: December, 7974) at. 10.57) percent. 
ee" Since the Leased Line Securities not owned and the 
Perpetual 4% Consolidated Debenture Stock have no 
maturity dates, then the opportunity cost rate will 
continue to be the embedded rate. 
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though they were supposedly identifiable with the existence 
of the basic railway operation (going back to its nineteenth 
century inception). Consistent with our reasons for adopt- 
ing the capital structure of CP Limited. (consolidated), as 
being appropriate for grain traffic, the Commission accepted 
the view that the debt of subsidiaries and divisions of CP 
Limited is not entirely independent of the debt and debt 
structure of the parent company. This is evidenced by -the 
fact that CP Limited operates according to centralized cash 
management and consolidates the capital activities of its 


* 
divisions and subsidiaries. 


Under these circumstances this Commission views the 
generation of funds for the purchase of assets for all CP 
Limited companies as part of an optimizing process under- 
taken by the management of CP Limited (Consolidated). We 
have said elsewhere that the only capital structure which 
was logical and consistent for our purposes was* that of €P 
Limited (Consolidated). To depart from that structure and 


the component capital cost rates of that structure would be 


* 
TRANSCRMpt 4 VOLS. 64 2D pGk O45 7—-6A58:--5" hie We leet dis 
of all there is some degree of consolidated cash manage- 
ment in which the cash resources are pooled in effect as 
a day-to-day loan of that cash. Some subsidiaries are 
financial subsidiaries and do raise debt with the know- 
ledge of the lenders that it will be used for CP Cor- 
porate purposes." 
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to deny the significance of capital structure and to adopt 
rates which are representative of only.a part of that’ struc— 


ture. Logic and consistency required the adoption of the 


6.)> percent rate. 
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CHAPTER VII 


PREFERRED EQUITY FUNDS RATE 


rnetuded in the Shareholders’ Equity portion of the 
Consolidated Balance Sheet of Canadian Pacific Wimited 


are two entries: 


e Preferred Shares 


Agthonrized =- 237655 29 sharessaciGatpar 
value of $10 each 


Issued -- 3,610,256 7-1/4% Cumulative 
Redeemable Series A shares 


e Preferred Stock -- 4% Non-Cumulative 
Authorized--an amount not exceeding one- 
half the aggregate amount of Ordinary 
Stock outstanding 


Issued - (sterling) 865,319 in amounts of 
(sterling) 1 and multiples thereof 


- in amounts of $3 and multiples 
thereof 
mane first of these accounts for $36,103,000 and the second 
mee ow O00 ($4,211,000 in sterling and 511,539,000 in dol— 
lars). In total, they represent less than one percent of 
aelapiiaties of CP Limited (Consolidated) —-= including 


cummentuliabblitwes —seThe lactualsstipulatedvorminominalb yield 
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rates affixed to the securities at the time of issuance, as 
submitted by Canadian Pacific to the Canadian Transport 
Commission, was 7.34 percent for preferred shares and 0.72 
percent (based on 0.19 percent on stock issued in sterling 
and 1.41 percent on stock issued in Canadian collars) @2or 
the preference stock. The railways, in their submission, 
adopted these rates and attached relative weights of 2.40 
percent and 5:07 percent to the preferred and preference 


shares respectively (see Table XXVI). 


The Provinces, in their submission, used a rate of 
20.03 percent for the "preferred" entry ii tier canica 
structure. The Provincial reference to preferred stock 
encompassed both preferred and preference shares and was 


* 
based on the weighted average rate of 2.85 percent. 


a a re ee ee ee ee 


* 
This slight difference (i.e. 2.83% vs. 2.85%) would not have 
affected the estimated capital funds rate submitted by the 
Provinces, 


16] OS a 
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TABLE XXVI 


Provincial Development of the Weighted Average 
Capital Funds Rate for Preferred Stock 


Percent | Cost Rate 


a 


a a 


| 
| 
| 
| 
| Beas 
| | 
mi St | Pe. | | pie 
| | 
Preferred | 2440 | Tae 
| | 
Total Preferred | TATE | flee ae: 
| 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| Preference - : 
| 

| 

| 

| 

| 

| 

| 

| 

irource. ExXnibit R=-4 page 57. 
| 


| 
| 
| 
| 
| 
| 
| 
| 
| | 
| 
| 0.19% | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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With respect to the cost rates on preferred and pre- 
ference stock there was no disagreement. These component 
cost rates were used by this Commission and weighted by the 
0.9 and 0.4 percent that each contributes to the capital 


structure adopted by this Commission (see Table XVII). 


* the effect of changes in par values, 1£ traced through 
fo tne etfective rates; including any reissued’ stock 
PSee PER nIDit AMS-I7, D.. 118) ,smignt result inva Change 
in the overall capital funds rate of about one-hundredth 
of one percent. 
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CHAPTER Vi 
COMMON EQUITY FUNDS RATE 


The extended debate before this Commission over the 
appropriate capital funds rate for common equity capital 
and the Concern over small differences in the rate (i.e., 
one-half of one percent) might lead the casual observer to 
conclude that a lot of time and effort was expended in the 
pursuit of excessive accuracy. However, when translated 
into potential dollar impact, the cause of such concern be- 
comes apparent -- a change of 0.5 percentage points in the be- 
fore oi equity funds rate could cause a change of plus or 
minus approximately 2.90 million dollars in the combined to- 
Peal’ Gost incurred by both railways in the, transportation of 


Statutory grain. 


The derivation of the appropriate equity rate involved 
Bae consiceration of many factors of differing degrees.of 
relevance and significance to this Commission in its final 


determination of the appropriate capital funds rate. To 


eee ee ee ee ee Sen Oe Oe Oe" 


“The before tax equity funds rate includes an allowance 
for Federal income taxes and, given the asset base, 
effectively identifies the gross earnings the enterprise 
requires in order to adequately compensate its common 
equity shareholders and pay the required Federal income 
taxes, 
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present, in an orderly fashion, the considerable volume of 
material we received relating to the common equity capital 
funds rate, the discussion has been separated into seven 
main subsections. The first of these presents some back- 
ground on the process followed by the Canadian Transport 
Commission in determining the approved equity funds rate for 
CP Rail. The second gives a brief description of the year 
L974 financial results for CP Limited and CP Raid sso what 
later analyses may be viewed within this historical, context. 
The third subsection contains a generalized discussion of 
the methodologies employed in evaluating the appropriate 
equity funds rate and the fourth sets forth this Commission's 
general evaluation of the various methodological techniques. 
The fifth subsection is a detailed discussion of the signiti-= 
cance of and the measurement of the growth in value of the 
stock of CP Limited. The sixth subsection contains a de- 
tailed examination of each of the specific procedures and 
tests contained in the various submissions of the parties to 
this Commission and our findings as to the relative weight 
given each procedure by this Commission in its determina- 
tion of the appropriate capital funds rate. The final sub- 
section contains a summary of the extensive evidence on this 


topic presented to this Commission and of our findings... 


ee 


Canadian Transport Commission Procedures 
a a aaa a ee 


For 1974, the Railway Transport Committee of the CTC 
eecermined that a capital funds rate of 8.90 percent. was 
appropriate for determining the costs incurred by CP’ Rail 
Binder eoections 253, 256, 258, 260 and 261 of the Railway Act. 
For sections 264, 272, 276 and 278 the approved rate was 
L704 percent. In approving these capital funds rates, 
the Committee accepted a debt funds rate of 4.96 percent 
mode preterence stock. funds rate of.2.85 percent as 
eiaimed by CP Rail in their submission to the CTC. The CTC 
also determined that a before tax common equity funds rate 


of 11.5 percent was appropriate. 


The methodology supporting these calculations is gen- 
erally defined by the guidelines in Reasons for Order No. 
R-6313 and the Railway Act (see Chapter II for a fuller 
discussion of each of these) and relies on the rate base- 


rate of return method identified in Reasons for Order 


Metter of 7. d'Avignon, Secretary, allway Transport 
Committee, to railway companies subject to CTC juris- 
auction, september 18, 1975. The ditterence between the 
two rates “le “calised by the fact "that the first mentioned 
sections of the Railway Act provide that the capital funds 
Gites anid, hence, the capital tmunds cost, does not; include 

an allowance for income taxes, whereas the second mentioned 
sections provide that the capital funds rate does include 
an allowance for income taxes. 


Bie Ree 
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In their submission to the CTC regarding the appro- 
priate rate for 1974, CP Rail claimed that the equity funce 
rate should be 12.10 percent. This was derived Dy adaung 
an allowance for the relatively greater risk associated wien 
equity funds to the composite current (1974) cost of debt 
(l.e., the latest Collateral Trust Bond). Such a procedure 
was in accordance with and restricted by the guidelines of 


Reasons for Order No. R-6313. 


According to evidence submitted to the CTC by CP Rail, 
the 20-year Collateral Trust Bond issued on December l, 
1974, by CP Limited, including all brokerage and issuance 
costs, produced an effective rate of 10.57 percent. With 
the allowance of 1.5 percent to compensate shareholders 
for the relatively greater risk associated with equity 
financing, CP Rail submitted a capital funds rate on equity 
capital or 12.10 (12.07 £oundede-ton 12. 1.05 per Cent gneve 
Railway Transport Committee reduced the submitted common 
equity funds rate to 11.5 percent. While not specifically 


stated, this reduction may be related to a reduction in 


* 
Reasons for Order No. R-6313, p. 356. 
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the, Prlsk allowance from 1.5°%6 170 percent and/or to a non- 
acceptance of the 10.6 percent estimate of current long- 

term debt costs. In setting the approved rate, CTC had the 
benefit of being able to evaluate the rate in the rgnc o£ 
the August 15, 1974 decision of the Telecommunications Com- 


* 
Mecrece-. on this’ matter. 


Canadian Pacific Limited -- 
1974 Financial Results 


As indicated earlier, year 1974 was chosen by this 


Commission as the base year of its Inquiry and CP Limited 


a a ee se ee es ee es 
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Report of the Telecommunications Committee, Decision, 
Vit weee Of Return, p. 42: 


"There can.be no doubt that because of the marked in- 
crease in interest rates, because investors are apprais-—- 
ing common stock values in terms of continuing infla- 
tionary trends and because of other factors that in- 
fluence stock prices, the cost of common equities in 
general are higher today than they were in 1972. Based 
on the capital structure as it was estimated to be at 
the tine?"of the WO72° Decision,” the rates or’ return on 
total average capital of 7.8% and 8.2% then used as a 
base allowed for a range of rate of return on common 
equity of between 9.5% and 10.4%. We no longer find 
this range to be appropriate in conditions prevailing 
today. 


Having considered all the evidence before us and all 
the information available to us, we find that a just 
and reasonable rate of common equity to Bell, at this 
time, is from 11.0 to Wa 04:.” 
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(Consolidated) was chosen as the most appropriate vehicle 
for examining. the cost. of. capital.funds. ~Quitesnatuvaliy, 
then, this.Commission would likely be anauced topaevelonu 
the best. estimate of CP Limited"s commom equiryecap: ta. 
funds. rate for use in its.determination, of. costs. sThough 
we ultimately did develop an estimate of the 1974 cost of 
equity funds for CP Limited, we did Not ado sa, tiroug 7a 
Simple examination of the absolute or relative level of its 
1974 earnings, of its dividends of that year, AGE of Its 


growth in earnings from 1973 through 1974. 


As evident from the earnings and dividends per share 
for the period 1964 through 1975 dépictéd on Praure 1.2 
(following page), the year 1974 (the circled x) appeared some- 
what anomalous. Though the results of that year may not be 
inconsistent with some longer term trend or cycle, the actual 
performance of the company in 1974 when compared to both 1973 
and 1975. was atypical. .In the same fashiion,. ones caneseee that 
taking the simple results of year 1966 (if one were to do a 
cost study on that base year) would not be representative of 
what went before or what ultimately followed. In fact, the 
level of earnings per share for 1966 was not repeated again 
until 1973. In viewing such estimates of growth, the Provin- 


cial rebuttal submission contained this warning: 
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eecLtd. 
Dollars 
Per Share 


FIGURE IIT 


Canadian Pacific Limited Earnings and Dividends Per Share 


Source: 


Each Year 1964-1975 (After Extraordinary Items) 
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LEGEND 
x = Earnings Per Share 


e = Dividends Per Share 


Exhibit R-4, page 60 and Exhibit AMS-17, page 139. 
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It would be a very foolish set of stockholders 
who, looking at the past record, used simply 1973- 
1974 growth in the dividend of 11.4 percent oF 

for that matter 1974-1975 growth rate of -- 17.9 
(sic) percent as an estimate of long-term growth.* 


During cross-examination, Dr. Quirin made a similar observa- 
tELIO Tr 

(it) is the long-term rate of growth you are 

trying to estimate and not the happenstance of 

@ particular year... What we are, looringmateis 

a future growth.** 

The data for Canadian Pacific Limited (Consofidared) 
contained in Table XXVII (following page) shows the net 
income of CP Limited was more than 55 percent higher in 1974 
than the previous year and more than 11 percent higher than 
the subsequent year. For CP Rail, net income in 1974 was 

kek 
more than 26 percent higher thane197 3 and more than 40 


percent higher than 1975. 


SO A OS 2 aE Oe Re eee. nee ent $e armel ‘sms roms aana® =n Nowe! comp! poem 


* 
Pen Dit AMS — ly Sei ese 


** 
Transcrapu;y Vol. L0ylp. Pie27. 


kK*k* 

One of the apparent reasons for this was the 1974 re— 
Covetiveatter the vrgtating natiaonal railway labour 
Strikes in the late summer and fall of 1973. 
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TABLE XXVII 


Canadian Pacific Limited (Consolidated) 
General Financial Characteristics 


Me WEN? 301691) 260 .6).) 2sacaghevnt Go 35 4eoshi fen ten 
be LOT Ion jude S72 4 | 1973 lL . #974 we] 1975 
meeesowes OT. {EEL @o13 bbe, >| | | | 
| | | | leat ae 
@roita. Netalmcove (50005 000)' | $8l.3 —) Wale lee I25.0y . [6 194246 len74.9 
| | | | | 
Per Share (S$) [PSebl09s hk 336 15699 oll tueeGisoe 2.40 
% Growth Per Share | = patos. | 30.0 hoe. Ot (10.2) 
| | | | | 
CP Rail Net Income ($000,000) | $32.3* | 39.1* | 35.2" Tease | a1 ay 
| | | | | 
% Growth | <- Le od “op eat era! tem hi) Seek ae On) 
| | | | | 
CP Ltd. Dividends (S$) leheO. 660} 02 70d O.<79n jr #86: | 0.845 
| | | | | 
% Growth | - bS stain vl 10.0 leishoddén la?) 
| | | | | 
Avg. Market Price (TSE) (S$) | | | | | 
(Average of High & Low) ATR hs ae Wet sk We 16S 6SemtL? baat Oe 14.88 
| | | | 


*Restated for accrual basis for loss compensation. 


Source: Exhibit CP-17. 
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Payments received under the National Transportation 
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AGT 


by CP Rail in 1974 were more than 2 1/2 times those received 


in 1973 and more than 50 percent above those received in 
TO7OLG ior CP Trucks; thelnets losses? ingi974* weries one- 


thirtieth of the 1973 losses; for CP Ships, the 1974 net 


income ($18.6 million) was about six times the 1973 level 


and at least three times the level of any of the previous 


three years; for CP Investments Ltd. (Const liuplad 
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more than 60 percent of the CP Limited net income) the 1974 
net income of $114.2 million was more than 78 percent higher 
than the 1973 level and almost equivalent to the total net 
income of the three previous years combined (in fact, the 
1974 net income of CP Investments Ltd. was: greater than the 
consolidated net income of CP Ltd.i from 1973). ) To vconplerce 
the picture, we also need to note that the net income of CP 
Telecommunications and CP Air in 1974 were each about one— 
half their 1973 levels and both fell below the respective 


averages of the previous three years. 


Before proceeding to the generic discussion of the 
methodologies used in the estimation of a common equity 
funds rate, we must state clearly that the apparent peculiar- 
ity of the company's 1974 performance does not lead to the 
rejection of the data for that year. Rather, Zt! Simply 
necessitates that the financial indicators for lthaesyear te 
viewed in the broader perspective of the recent past. The 
manner in which trends, averages and weightings have been 


used is discussed in the later section of this chapter. 
Methodological Approaches 


Four basic techniques or approaches were utilized to 
determine an appropriate capital funds rate for common 


equity. Without commenting on the strengths or weaknesses 
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ercniy Of these in this: section, we have summarized the 


basic conceptual framework employed by each. 


Discounted Cash Flow 


Though the capital cost experts differed on the adjust- 
ments that might be appropriate to its use and the estimates 
of the values for its computations, they both agreed that 
the Discounted Cash Flow (DCF) method is acceptable for 
determining the cost of common equity capital invested in 


assets used in the transportation of statutory grain. 


THE COMMISSIONER: Do you both agree that the 
discounted cash flow model is an accepted and 
appropriate predictor of the capital attraction 
Patewuor equity capital? 


DR. GORDON: Where that model could be used it 
is accepted, it iS appropriate and I would say 
the best method for a firm. 


THE COMMISSIONER: Dee Ouran. 
Dee OULRINe L- agree that Lt #s appropriate’. 


THE COMMISSIONER: IS it appropriate for the 
purposes of this Commission? 


DR. GORDON: The Commission has a problem, un- 
fortunately. im that dt cannot. be, direotly ap- 
pled) ab the cost of capital ter carrying grain 
OG Mone precisely, the.cost of equity capital.. 
ft can be used. in, arriving, at the cost. of equity 
Gapiital. for. CP. Limited,on: a consolidated, basis 
and once we have arrived at that figure we then 
have to use other procedures to either raise it 
or lower it, on. thee basis..o i the duffienences, in 
risk that may exist between CP Consolidated and 
Ce Ral. 


THE COMMISSIONER: Dr. Quirin? 
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DR. OQUIRIN: . It 1S appropriate 2n wher circum 
stances aS a starting point and it is my view 


that only if there is a demonstrable difference 
in risk should the rate arrived at in that fash- 


ion be tampered with.* 


The DCF formula rests on the relationship between future 


dividends and present Share prices. (specifically, 
states that the share's current price will be equal to 
the sumof all-tuture dividends. weeral lve 


discounted by a rate equal to the existing or potential 


shareholders’ required return: 


a a De 
P = + + i 
oO ese ee eae ee ete 
< e ° e 1 
C1. te ie) (lk ka C1. Aa) 
where 
ae = shate'.S: Currenty price s(glee a Aimee ca oa) 
Dd, = dividend in period t; and 
K = required return of shareholders 


when the simplifying, but "widely accepted" assumption 


Lt 


in Bhi) 


that future dividends are expected to grow at a constant 


rate (Gg) Ss introduced weren 
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(La ke) Git “er ke) li ie 
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This infinite series can be restated as: 
O loyal (Eq 10) 


onencost of-funds k can then be restated as: 


2a Ge gus 1 1) 


This approach to the development of a capital funds 
rete decomposes «that, rate: into stworwantse ~The fixrist is 
the current dividend yield, the.second. is the estimate of 
the long run growth in returns (dividends) as perceived 
by the current and potential investors in the company's 
stock. The dividend yield is an observable rate and is 
measured as the ratio of dividends in the current year 
to the average price of the stock for the same period. 
The anticipated growth of the company's stock must be 
inferred from available information on past performance 
and extrapolated trends. ‘Only three general techniques 
of estimating future growth were advanced by the parties 


towtiis Inquiry; they were: 


e brokerage estimates of future dividend growth; 
@ past growth in earnings or dividends; 


@® anticipated growth derived from the reinvest-— 
ment of undistributed earnings; this is based 
on the results of the product of the fraction 
of earnings reinvested annually (M2 ete ne aie 
tention rate) and the rate of@meturnn ,@%re) 
which investors expect will be earned on the 
retained earnings (1.6.5 b= ten): 


oo. = 


The use of brokerage or investment service estimates 
of "9@"aformed part of the testimony of Mr. Pitbiado (Een: 
R-3). AS discussed later in the empirical section, the Pre— 
vinclal experts criticized such an e€stimate since, it repre— 
sented “an averaging of the optimistic segment of the invest- 


ment community and would represent an overestimate of growth." 


In using past earnings or dividend growth, the par- 
ties examined the simple oneyear growth in dividends and 
ten year weighted and unweighted growth in earnings. In 
using kthe'rbr* estimate of 7! Bhe “partiesticemea tone, 
three tor five year trend in’ return ‘on “hook “eqitty/ "the «ten 
year average retention ratio and the four year incremental 
return on new investments. Note that the 'br' estimate of 
'g' will be appropriate when new equity issues’"are not “a 
major source ‘of growth for the company or when the book and 
market values of the company's stocks are equal. The rail- 
way submission contained the following note on this rela- 
tionship: 

While the important role of br is to forecast 

the rate of growth in the dividend, it should 

be noted that in the theoretical model from 

which the formula is derived, br is also the 

rate of growth in earnings, in net assets per 

Share and in book value per share.** 


* 
Exhibit AMS=2I7, moxisias: 
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Earnings Price Ratio 


Both the Provinces and the railways agreed that under 
certain circumstances the DCF formula could be modified or 
Pimplitied so that the earnings per share related to that 
share's market price (the earnings price dor (B/P cratic) 
could be used to estimate. the capital funds rate directly. 
In their rebuttal submission, the Provinces described the 
conditions under which the capital funds rate was the E/P 
racrot 

ply the wfirmipaysrallcearningsvas dividends 

and makes no investments or (2) the firm earns 

an average return on new investment exactly 

Scualemo pus cost: of funds:.4 
However, the Provinces' submission cautioned that the 
latter condition held only when either regulatory or mar- 
ket competitive forces equated the allowed or required 
rate of return with the cost of funds for the company: 

In all other cases the earnings price ratio is 

a biased estimate of the cost of funds.** 

Further, the Provincial experts contended that estimating 


the bias was only a rough application of °the DCF formula 


—_—— —— | 


* 
Exhibit AMS-17, p. 129. 
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and that the only appropriate procedure 0 Bechéchingwugssce 
if the bias was correctly estimated was to eStimate the cose 
of funds in the absence of the bias and verify this against 


* 
the estimates derived from DCF procedures. 


The original cost of capital “submissionmby .themraii— 
ways (Exhibit R-4) elaborated on the conditions in which 
E/P may be used as representative of the capital funds 
rate. The development of this argument has been sum- 


marized in the following pages. 


In the case of a regulated company, the normal DCF 


formuia (Bq)... vlk)amay ineqrewruecten- 


where the return on investment ‘r' igs, controlled anc ex] 
pected to equal “k,* the cost of capital. Here, the 
rewritten Cost of Capital relationship, with "kh sous a 


Cuced™ fo rete. 


may be simplified to: 


* 

Exhibit AMS-17, p. 132, "The previous observations only 
illustrate the pitfalls in attempting to derive the cost 
of equity capital from earnings price ratio data." 
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od fd ili (Eq. 14) 
Pp 


eancee), the dividend, will “be equal’ to" that port lonwor the 
company's earnings E, which is not retaitned (ave ee th b)")* ahd 
Exnce wp is, the: fraction of earnings which are retained, 


then 


k = E(l - b) = E (Eq. 15) 
e 


Where the competitive market forces in which a company 
operates hold the company's return on investment 'r' equal 
Meee eoateor capital’ k,' this “analysisn wide hHoldatrue 
The later section on empirical results details some of 
the argument which was presented on this topic. In a regu- 
latory environment with no regulatory lag, when the regu- 
lator sets the allowed rate of return equal to the cost 
of funds, then E/P may be used as an estimation of the 


Soot, or capital. 


The railway submission then went on to elaborate on 
the nature of the bias that the E/P ratio may yield ‘as “an 
Petimator of “the cost ‘of "capital.~ When "the *profitabrrity 
of the company may be beneficially influenced by a market 
situation (restricted competition, technological advance, 
etc.) then “investors will have reason to believe “thatthe 


the return on investment, 'r,' will be systematically 
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greater than the cost of capital, ‘ks. IDE thes amountvce 
the excess of the return on-investment over the cost of 
i] 


capital is 'm,' then we may write: r = k + m and the DCF 


formula (Eq. 5) may be rewritten by substituting for 'r': 


+ bk + bm (Eq. 16) 


k = D ¥) +) Dm 
Pit Fan) Cire oy) 
Recalling that D = E(1-b), we may further simplify equation 
17 “to “read.: 


i Skid. Soy ty Drs. 


(1b) Give Fees!) 


To summarize, the analysis to this point has shown 
that, where the company's cost of capital and its rate Ge 
return on investment are equal, then E/P is an adequate 
estimator of k (the cost of capital). Where investors 
systematically believe that the rate of return on in- 
vestment will exceed the cost.of capital by .a.gate,'m, ' 
then £/P as an.estimatorn of the ost 0 fsecapita lt awiel | 
be biased downward. The amount of this understatement 


will be equal to the "excess" rate of return over the 
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cost of capital times the fraction of company earnings 
which are retained for reinvestment divided by the frac- 
tion of company earnings which are distributed as divi- 
dends. As an example, if the company's cost of funds 
mace wae 12 percent and its actual rate of return was 

D> percent, then if it normally distributed 40 percent 
of its earnings, the E/P ratio would understate the cost 


of funds rate by 4.5 percentage points. 


The railway submission also analyzed the situation 
in which a large portion of the capital invested by a 
company is in unregulated activities which are subject 
to competition, while a smaller portion is invested in 
activities which are unprofitable but are required due 
os regulatory constraints against discontinuance. Such 
was the case for CP Limited in 1974. For the analysis of 
the bias inherent in using the overall F/P ratio in this 
case, the fraction of retained earnings invested in the 
unprofitable regulated activities was denoted as 'c,' 
with the investment in unregulated activities being 
(l-c) times the retained earnings. Earnings in the 
unregulated sector are expected to generate a rate of 
return on investment equal to the cost of funds rate 


"k" or to exceed that rate by an amount 'm' (r = k # m). 


Earnings expectations for the unprofitable regulated 


=— eo 


portion are less “thank,” “the cost of Caprtal; py an -angums 
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Where the rate of return on unregulated activities is 
just ‘equal to the cost of capital (r=) “ane ie recur 
on the unregulated activities is less than 'k' (r = k - 
e), then the net return of the company ‘*r* will be thade 
up of the return on the unregulated activities "k*” times 
the fraction of retained earnings (l-—c) invested in those 
activities plus the return on regulated unprofitable activi- 
ties 'k i ¢€" (times tthe “fraction of Yétained Garmings "C7e™ 
invested in’ those activities. Im"this “case, the Der rormula 


(Eq. 12) may be rewritten: 


+ DK) = c) + (k = e)e] 
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(Eq. 19) 


This may be simplified, using the known relationship of 


P 
k= E- bee _ (Eq. 20) 
Ps Ae b 
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Under these conditions, the overall company cost of capital 
will be less than the E/P ratio by an amount attributable 
Comune shortfall in rate of return in the unprofitable regu- 


lated sector tempered by the fraction of retained earnings 


povested In that sector. 


Where ther rate’ of return on unregulated activities Gs 
Sceatemanian tinecost of capital’ (r= ks m)5S then wel tre+ 


wrabe: (hold 2) “ass 
k = eer | Ce an) (1 te}? Uk ee) ee] 
Pp 


k = Dest bk - bke + bm -— bmc + bkc - bce 


Pp 
k = De+ ok + bm —- bmc - bce 
Pp 
(el 94) ki SecBi( > — bos ‘bmi — binc’ +)"bee 
P 
for = OCG a amt ot bg 
P (iG #37 5) (1 - b) CE ees) 


TiatewG, co the extent that earnings in the unrequlated tac— 
migieres exceed the cost of capital, then they will offset 
the reduction due to the unprofitable regulated activities. 


fies leads the railways to conclude: 


* 
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Accordingly, expression (66) (our )Bq.) 20) wh uen 

includes an adjustment for possible downward bias 

in E/P, provides a lower-bound estimate for k.* 
Though these last statements and equations may appear mathe- 
matically obvious, the manner in which they were ultimately 
utilized may not be so clear. The Provinces did not uei1 pia 
these equations, but adhered to their former contention that 
the proper approach was to estimate ‘k' directly, rather 
than trying to adjust E/P. The railways, omithe othen hang: 
estimated *c* and “e" (Sitice’ "b* was Aistorical ly now mand 
from that adjusted E/P downwards to obtain the “lower bound 


eStimate" referenced above. 
Capital Asset Pricing Model 


In a previous chapter the Perfectly Competitive Capital 
Markets Model and its view of systematic risk were described 
in relation to the risk of grain transportation. A direct 
result of that model is the Capital Asset Pricing Model 
(CAPM) which relates the degree of uncertainty about fucure 
returns of a particular company to the return obtainable 
through investment in a risk-free asset whose returns are 
certain. The manner in which the two are tied is through the 


risk premium required to invest in a diversified portiolio at 


my 19 t= 


all securities in the market. The Beta coefficient is the 


quantitative tie: 


(R; - Re) = Bs nA - Re) (EQ. 22) 
or Ra Re of B, 3 - Re) (EQ.a 23) 
where: 

R. | ttheiexpected yield .orsreturn required (toein- 


VWeeuyin sthe “stock of company, “im; 

Re = the expected yield required to invest in risk- 
free assets; 

R_ = the expected yield or return required to invest 
in the weighted market portfolio of all stocks; and 

BS = (Beta) the measure of relative risk which equates 


the differential return required on the stock of company 


4ra wuenethe “overall market differential: 


Simply stated, the return required to invest in com- 
bany “i will be equal to the risk-free interest rate plus 
a multiplicative premium dependent on the degree to which 
Pie returns or company '1i' fluctuate with “overall market 


mewmar Ns. 


Since this relationship holds for all companies, we 


may relate two companies, 'j' and 'k,' through the market 


el ee 


portfolio return. First, rewrite (Eq. 23), as: 


= = = Eq. 24 
R; Re Ro 7 Re (Eq ) 
B: 
i 
then designate (Eq. 24) for companies j} and k: 
Af = » = = Bq’.i¢2 
R, Se By te Re (Eq. 25) 
ag By 
and rewrite as: 
Ry Re (8/8 (R= (Eq. 26) 


It was on the basis of this latter expression (Eq. 26) 
that the Provinces developed the cost of equity capital for 
CP Grain as 11.0 percent —— designating J as CP Grain and k 
as CP Limited (Consolidated). The result derived trom this 
procedure was the cost of equity funds for CP Grain as cal- 
culated for a capital structure containing no debt. In order 
to account for the risk imparted to equity due to the exis- 
tence of some debt in the enterprise, this estimate was ad- 


justed upwards. 


This adjustment procedure followed from the Provinces! 
acceptance of the hypothesis that the cost of equity was 
directly related to the debt-equity ratio. This relation- 
ship, 10 wil? "pe recalled, was due to the hypothesis that 
the risk “to equity holders increased as the relative amount 
of debt increased, CauSing the cost of equity capital to 


increase: 


ped Soe) 


Thus, the cost of equity capital must not only be 

adjusted for the differences in business risk, 

but also for the risk caused by differences in 

capital Structure. If there were no differences 

in business risk we could start with the cost of 

equity Capital for CP Ltd., and!’ lower the esti- 

mate if one used the lower debt contained in CP 

Rail and raise the estimate if one used the cap- 

ital structure we believe is appropriate.* 

The results of this adjustment procedure, which re- 
lies on the use of the Modigliani and Miller (M & M) model 
to predict the upper limit on the estimated cost of 
equity capital for CP Grain, are reported in full detail 


in the empirical part of this chapter. 
Comparative Procedures 


In addition to the three methodologies described 
above, a number of other procedures were utilized in es- 
timating the appropriate equity funds rate. These included 
the application of risk premiums to CP or government 
bonds, the estimation of the ratio of earnings per share 
to book value per share for representative and comparable 
firms, the experience of other regulatory jurisdictions, 
the results for comparable industries and the judgment 
of an investment dealer. Each of these will be examined 
in the course of developing the results of their empiri- 


Gal -testing. 
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Exhibit AMS-17, p. 154. 
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General Evaluation of Methodological) Techniques 


The expert testimony presented before this Commission 
was conclusive in showing that no single measure or proce- 
durée was appropriate for the task of estimating® Ehencosteos 
funds’ rate for CP Limited, CP Rail or CP Grain. Ae Gie <i 
time, in examining the testimony, submissions, and exhibits 
on this topic, we found that the results ofithe various tests 
and evaluations did point to an approximate range of 13.5 
percent to 15.5 percent return on common equity) (atter cor 
porate taxes). This is not to suggest that every one of the 
estimates undertaken and reported by this Commission fell 
strictly within this range. Two of the estimates were in the 
area of eighteen percent (17.8 and 18.5) and at least one was 
aS low as thirteen percent. As explained elsewhere in this 
section, the unqualified use of such numbers may lead to erro- 
neous conclusions. The weight of the findings did fall within 
the narrow band. Within that range, the preponderance of 
the accepted estimates fell within the narrow rangevuof£ vl aod 
and 14.6 percent, with several estimated exacely tat e145 


Percent. 


One should not conclude from the foregoing that the 
appropriate or most expeditious cechnique to wtilyze win 
the development of an equity Lunds rate iS to generate 


aS Many eStimates as possible and to take their Simple 
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average. Nor should one conclude that the existence of a 
"normal" distribution of results was sufficient to lead to 
the acceptance of the mean, median or mode of the observa- 
tions. However, having evaluated the appropriate tech- 
niques and having selected or ranked them according to logi- 
Peer consistency and appropriateness within the context of 
the examination, it is then appropriate to examine the 
results obtained from the preferred procedures against the 
"weight" of the evidence. To argue that this procedure is 
absolutely free of any bias is to delude oneself, since the 
analyst will undoubtedly reflect the concentration of the 
evidence in his review of the techniques. However, the 
primary test must always be the appropriateness and consis- 
tency of the theory on an a priori basis supported by the 


evidence. 


In the present examination, after due consideration of 
all of the alternatives, we concluded that the information 
available from the discounted cash flow model was most ap- 
propriate and, in particular, the information derived from 
a proper examination of earnings-price ratios was singly 
most appropriate. We concluded that earnings-—book approxi- 
mations had biases, though we accepted that it was possible 
to correct for some of these. We also concluded that in- 


formation derived from other regulatory decisions, while 
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enlightening, was not independently sufficient to establish 
an appropriate rate. In this» regard, .wee agreedgwitnrcne 
argument that singular acceptancesof, this pechhaouvens estec 


on a ciretlar analysis. 


Also, we accepted that it was possible to gain added 
information about the nature of the "investing ypu ict is: 
attitude toward a stock from the opinions and informed 
judgment of individuals with practical Knowledge and lexpe— 
rience in the stock market. At the same time, we could 
only accept this as supportive information andiinotiras sour 
primary criteria. We also accepted that information derived 
from “Beta statistics” and the capital asset ipricing mode! 
were useful in our overall evaluation, but we rejected this 
technique as the primary source of common equity funds rate 
evaluation. Lastly; we found the information ’on ther frail 
roads; (U..i5.) to-be:.-too dissimilar. from GPibimitedwomicPr Rail 
and the information on other utilities (including Canadian 


firms) to be of only marginal value in, our evaluations. 


In summary then, we placed more confidence in the re- 
sults derived from earnings-price approximations in deriv- 
ing our estimated common equity funds rates, than any of 
the other techniques. Secondly, we placed more confidence 
in longer term or averaged results than we did in the 


Single results of one year or one firm. 
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Significance and Measurement of Growth 
OLe CP Limi ped ten bain 

Figure LII (page 177) shows that the 1974 earnings per 
shane and, to a lesser extent, the 1974 dividends per share 
for CP Limited were, at best, somewhat atypical. However, 
this figure also shows that both earnings and dividends have 
been growing over the past ten years. As evidenced by an 
earlier portion of this discussion, the factor of growth -- 
however measured -- is an important input to the develop- 
ment of the equity funds rate, when the methodology of the 


Discounted Cash Flow Model is adopted. 


The difficulty which arises in using the DCF formula 
relates to the calculation of anticipated growth, a value 
which cannot be readily observed. The process of inferring 
a value for g or br is less sensitive in cases where growth 
is stable and predictable in conformance with the general 
theory of the DCF procedure. As elaborated in the railway 


Subm.-ss¢-ion: 


The: range of plausible projections in such circum- 
stances is narrow and a choice can be made on 
grounds of forecasting efficiency. Unfortunately, 
Gobl— does noteLit..dnto.this moll. Earnings Nave 
exhibited sharp year to year variations and appear 
tomexnibit a strong cyclical vesponse..= Ine. cycles 
arelof relatively. long duration, andpanyoattempreito 
eliminate them statistically would give influence 
to events of 1945-65 which are of little or no 
relevance to current expectations....Any attempt 
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to infer a current anticipated growth rate for C.P. 

Ltd....must of necessity, be judgmental in nature,.* 
The fact that earnings and dividend annual growth rates 
fluctuate wideiy can be seen in Table XXIX (following page). 
This variation in annual growth from - 21 percent to + 53 per- 
cent, for earnings and from 0 to + 11.7 percent tor Gdivacends 
over the period 1964 to 1974 strengthens the necessity of re- 
lying on longer term trends when employing either measure as 
the basis for estimating g or br. With. respectstodo74, Some 
approaches to the growth in earnings and dividends have been 


suminarized in Table XXVIII; 
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TABLE XXVIII 
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| 

| 

| 

C. P. Ltd. Growth in Dividends and Earnings to 1974 | 
| 

| | | 

| 


going. back from. 1974 ‘andkajse 9% Sy. Sieg 
for 10 year weighted average. 


| 
| 
| 
| 
| 
| 
| | Dividends | Earnings 
ae | | | 
| [ree eel tae Oda: | 
| One Year | LL. 69% Eb Se. 08% | 
| | | | 
| Five Year - Simple Average | 6. 8 [2454 | 
| - Weighted Average | 8.09 P3304 | 
| | | | 
| Ten Year - Simple Average | SOS pragints | 
| - Weighted Average | 6333 rVeLG2 66 | 
| | | 
[un sae Rite oy sate kere ats nda Tenies| Saaoaa bel 
| | 
! Note: Weights for five years are 5, 4, 3, oye i | 
| 
| | 
| 
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TABLE XXIX 


CP Limited (Consolidated) Earnings and Dividend Growth, 1964-1975 
after Extraordinary Items 
| | 
| | Annual Growth 


Note: 1975 shown for information only, did not appear in railway 
exhibit and was not used in computations of either party. 


| | 
| | 
| | 
| | 
| | 
| | 
| | | | 
| | | | 
| Year | Earnings ! Growth | Dividends | | = 
| __| per Share |__| per Share | Date to 1974 | One Year | 
| | | | | | | 
| 1964 | $4208 | | $04.50 | a | | 
| | | | | | | 
7 19657 >| ite2. |) is: Ose 0595 | eyes) | 6.0% | 
| | | | | | | 
mal966 > | L142 Le i6ec4 >) 0,58 | Sau | 9.4 | 
| | | | | | | 
Perm LoG 7r| keke | -21.1 | 0.58 | 5.8 | 0.0 | 
| | | | | | | 
Penl968y «| Db.) f= 958 | 0.60 | bes | aed | 
| | | | | | | 
| 1969 | 0.91 | -9.9 | 064 | 522 | 6.7 | 
| | | | | | | 
welO7 0). «| 0.84 et ae 0.65 | Tee | 1.6 | 
| | | | | | | 
PPolo7 1: | 0.96 wre lagses 0.66 | el | | a bes: | 
| | | | | | | 
ieHo7?, | ie, 24 Pyqagy eee, O70 | 10.8 | oe h | 
| | | | | | | 
PHe73 © | 1.66 ee 33 S944" Oe FT | Ry fea 8 el 8) | 
| | | | | | | 
bPuo7 4” ° 2004 |) eso et 0.86 | NA fgg beter | 
| | | | | | | 
eto 7 So 2040 er 55. 8 0.845 | pn | 
| | | | | | | 
| | 
| | 
| | 
| | 
| | 


Source: Exhibit R-4, p. 60 and AMS-17, po. 139. 


| 
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Clearly, the period of analysis is important in 
evaluating growth. As discussed elsewhere, the Commission 
felt that longer term growth information was more Signi fi— 
cant and tended to be representative of the company's per- 
formance. At the same time, we also felt that the more 
recent years would be more influential in the minds of 
investors and potential investors so we favoured those 
techniques which gave greater weight to later years than 
earlier years. Table XXX illustrates the effect that the 
choice of number of years of analysis has on the estimated 
annual dividend growth rate. 


| 
TABLE XXX | 
| 
Effect of Weighted Average and Number of | 
Years on Dividend Growth Estimates | 
for Cab. (bind -ced | 

cies ie iad naes aoe Pacem gaa we gene | Sas 222 <= 22S 
| Weighted Average * 

| 


Years in Average Annual Dividend Growth Rate | 


| 
| 
| 
| 
| 11.69% | 
| Vigads | 
| 10226 | 
| 9.05 | 
| 8.09 | 
| ToT | 
| Vets, | 
| 6.570 | 
| 6.48 | 
| 6.33 | 

| 

| 
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*9See Note to Table . | 
procedure. | 


Empirical Tests and Evaluations 


Appendix G of Volume I of the Report of this Commis- 
sion lists the results of 28 tests performed by one or more 
of the railways, Provinces and Commission in estimating the 
after tax capital funds rate applicable to common share- 
holders”) equity for purnposes of costingethe transportation 
ot grain, by rail... As is evident from that list ing s(repro= 
guced Mere for reference, as; Schedule 1%), the wesults ‘obtained 
in some estimations varied, depending on the assumptions 
employed. Since it was not possible to list all of these 
assumptions at each line of the comparative analysis, they 
were left for the fuller analysis in this section of the 
Technical Appendix. Where a dash (--) appears next to an 
entry, lt is an indication that the party did not report the 
Vesuits. or: Ahats particular estimatroncanl hermiactw tiat a party 
reported a result does not mean that the party agreed with 
the appropriateness: of the calculation in ithe derivation of 
phe proper, capital. funds. rate, for) common) equity stein? isome 
cases, the rate was recalculated for rebuttal purposes to 
correct what was deemed to be an error or improper procedure, 
though the rebutting party placed no value in the resulting 
Fecalculrated equity rates’ ‘Im other cases, results were pro- 
TAdeqe tom tustrate a procedure and indicate the wesul ts? of 


its application. That result may then have been rejected. 
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The twenty-eight tests are described below in the 
Same sequence in which they appear in Appendix G (and 
Schedule IX). All of the tests are recorded in “terms oc 
after tax rates so that they represent the estimated rate 
either required, perceived or realized by the investor or 
potential investor in the common equity shares under ex- 
amination. To the extent that the company is subject to 
corporate taxes on the amounts which would accrue to the 
equity shareholders, then the company must earn an amount 
in excess of that required by the equity shareholder. How- 
ever, this Calculation is a matter of arithmetic and does 
not, of itself, impact on the choice of appropriateness of 


one technique over another. 
Discounted Cash Flow Approaches 
ee LOW APP LOagies 


Fifteen, or more than half, of all-tof thal teere per- 
formed derive from the basic discounted cash flow (DCF) 
approach described supra. Five of these rely on the esti=- 
mates of growth described in the previous section and the 
remainder deal with earnings price approximations of the 
value of the capital funds rate. For the first five, the 


basics formula as: 
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The dividend yield (D/P) is required for either formula. Both 
the railways and the provinces. utilized a 1974 dividend yield 
patew.or CP Limited of 6.11 percent... This yield was obtained 
by dividing the 1974 dividend per share of $0.86 by $14.08 -- 
the average of the month-end market price of CP Limited common 


SLOC Ke, 


The #slbepercent is caxpressed as “ateater! e*likewihse, 
Gneagpowty ("g'ticor  >br') is lex pressedivageice crate vand ithe 
two are additive. In the following sections we will 
refer to computations such as: 

when combined with the common dividend yield 

of 6.1 percent, these estimates ... produced 

the equity funds rates computed at ...** 
In every such instance, we are referring to the addition of 
the 6.11 percent to the growth estimate to derive the capi- 
tal funds rate listed in Schedule IX. As such, we will not 


repeat the source of this 6.1 percent beyond this point. 


As) described infra, the wide fluctuations in the one-year 
growth rates in the earnings and dividends of CP Limited over 


the past ten years strengthen the necessity of relying on 


a ee es ee ee ere eer eee ee oer 


* e 
Exiiup it .R—4:,. p.. <43' and ‘Bxhipre \AMS—=17 tp 2 129: 


*xx* z P 
See following pages for instances of this general state- 


ment. 
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longer term trends when employing either measure as the basis 


£OG estimating vag -Or gbr vs. 


Ten. Year Average Earnings: “Por ther period [26s etom) 77 
the railways computed the average annual year to year “qrowen 
ine ariaings. tO. be 10.9 percent and noted that this rate was 
somewhat less than the 1973-1974 growth in dividends of 11.7 
percent.- sihiiis: Increase of =L)s/ s:ercent joccummed Tim amyearsin 
which the dividend payout rate of 33.9 percent was well be- 
low the historical average. Given this latter information, 
the 10.9 percent estimate was judged as reasonable. When 
coupled with the 6.1 percent dividend yield, this 10.9 percent 
growth estimate produces the computed rate of 17.0 percent 


shown in the column under "Railways" in the first row of Sched- 


idee | Tks, 


The Provinces used the same basic data to compute equity 
funds rates which ranged from 10,3 to 14e1" pereent ——> 
the range was dependent on the techniques used to estimate 
growth for the period 1964 to 1974. The Provinces computed 


the simple compound :qnowth erate in earnings to be approximately 


POA FE POSES OTE he eek ee > Se, ena SEs neon es ca 


* 
ExXD1 Dit R-4) pen 43, 
Kk 
Taking the tdatavot tabhe XMEx aul Gat S821 -al Jo) 6 
a Ti tela Bo 20.2. ta 8 0) ot 5, 0.7 ene 
kkk 
Computed from row 4 of Schedule X which lists the annual 
retention rates. The dividend payment rate is equal to 
one Minus the retention rate. 
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8 percent and noted that the technique ignored the growth 
pattern of earnings and was sensitive to the study period 
selected. To show this sensitivity, the Provinces pointed 
SUL stunat the choice of the years 1969 to 1974 would have 
yielded a simple annual compound growth rate of 19 percent. 
They also pointed out that the 1974 observation of earnings 
per Share was atypical and the choice of 1974 as the termi- 
nating year, coupled with the use of the simple compound 
growth rate, "vastly overestimates the expected future 


eK. 
growth rate." 


To compensate for this, the Provinces suggested that 
the use of least Squares regression techniques yielded a 
better description of the pattern of earnings over time. 
Using a linear regression, the 10 year growth rate in earn- 
ings was found to be 4.5 percent. Estimating growth using 
a log-linear regression technique (the annual earnings per 


share are converted to natural logarithmic equivalents and 


Earneigs growin for 1974 over 196% was 255471 .08 =(2n 352 
(135%), which converts to a compound. rate of .aboutse per- 


menue (1s 6.4 (ene. = 2.16). Mathematically, the compound 
Pater would be Closer to 1.0893, a.e., 6.9 Percent. 


kx j F 
Note that for the same period, the simple average of 


year to year increases was 11.1 percent. (Table XXVII). 


KkK* 
Exhibit AMS-17, p. 126. 
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regressed against time, so that the slope of the graph rep- 
resents the growth rate in earnings), as displayed in 
Figure IV (following page), the Provinces computed an 
annual “growth rate of 4.72 percent. When combined with 

the common dividend yield of 6.1 percent, the simple com- 
pound growth of 8.0 percent produced an equity rate of 

14.1 percent, the linear regression estimate of 4.5 percent 
produced 10.6 percent and the log-linear vest imateromaee 


percent produced the lower 10.3 percent equity rate, 


To @€xamine the effects of the choice of Cimevapan wile 
Commission tested the five year regression of 1970-1974 data, 
using the same log-linear regression technique and found a 
five year growth rate (the dotted line of Figure IV) of ap- 
proximately 27 1/72 percent which is clearly dependent on 
the choice of time frame. Also, the Commission noted that 
the simple compound growth for the longer period 1964-1975 
was 7.6 percent, while the simple average of the year to year 
growth rates for the same period was 7.2 percent. Respec-— 
tively, these compared to the 8.9 percent simple compound 
growth and 11.1 percent simple average of the year to year 
growth for 1964-1974. The "drop" in earnings per share in 


197) Significantly intluenced the resil.e- 
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* 
Exhibit AMS—17, pe 126.9 This regression haga poor 


correlation (r* = 0.19). 


k* 
ln earnings = - 0.540 + 0.276 time (rc? = 0.96). 
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Figure IV 


EARNINGS OF CANADIAN PACIFIC LIMITED 
AS A FUNCTION OF TIME 
1964-1974 


Earnings per share 


CP Ltd. 
$3.00 —— = 
” Be disaved a ) 
$2.00 oo 
$1.50 (1966) 
@ 
(1965) 
x (1967) 
(1964) - 

e 

| (1968) ° 
e fiom 
(1969) - 

$.80 (1970) 
$60 Ve 

1 2 Fa 4 5 6 it 8 9 10 VW 12 


Yeor 


In earnings= —.061 + .0419 time 


Note: 1975 earnings for information only, not used in regression. 


SOURCE: Exhibit AMS-17, page 140 
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The Commission felt that the appropriate procedure for 
the development of an unweighted average was perhaps best 
represented by the simple compound growth rate. This yields 
the computed rate of 15.0 percent {8.9 + 5.4) Uneperietwm: 
Powel. of Gechecule 1% under "Commission." This procedure 
gives greater impact to later years, because of the compound- 
ing effect. As noted elsewhere, we felt that the volatility 
of the earnings growth figures in the period 1972-1974 meant 
that the technique needed to be used with care and, as Such, 


we, @id not rely heavily on this first techniqguewor 2ts results. 


Ten Year Weighted Average Earnings: During cross- 
examination of Dr. Gordon, he agreed that in -two @f his books 
he had used a method of weighting the observations of each 
year which gave greater significance to the observations of 


later years: 


DR. GORDON... I would think the best method 
would be to either use five or possibly even ten 
years using an exponentially - weighted average 
which would give more weight to the recent past 
than the distant past.** 


a es es 6 ee es 


* 
Note, that this is reported “correctly in. Schedule 1%, but 
that Appendix G of Volume I of the Report contains an 
error, Showing this rate as “16. -: sinsteadvofe’ 15.0". 


* 


* 
Transcript, Vol. 32 plpp. 6159 and) Slco. 
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In line with this cross-examination regarding the appropri- 
ateness of using weighted values of earnings growth, the 
railways introduced the data shown in Schedule XI which 

was developed in the same fashion as Dr. Gordon had proposed. 
Based on the exponentially-smoothed growth rate to 1974 of 
12.9 percent, the railways estimated the equity rate of 19.0 


percent. 


The Provinces, in their summary statement, presented 
the following conclusion regarding the use of weighted 
observations and the proper return one would derive under 


these circumstances: 


The actual long term growth was generally less 

than the estimate of long term growth mentioned 
earlier. However, it is likely that additional 
weight should be placed on the recent favorable 
experience so that an estimate as high as 7% is 
appropriate.** 


From this estimated growth, the Provincial estimate of 


ea woencent: (7.0 -Dlus:.6.1)y:as, showny ind) lnepds. 2a OF 


Schedule IX was developed. 


Clearly, the method of weighting the observations has 


a Significant impact on the ultimate answer, as does the 


i a a TT 


* ° « ° 
M.J. Gordon, The Investment, Financing and Valuation of 
the Corporation, Homewood, 1962, p. 158. 


k* fs A 
Submission of the Provinces of Alberta, Manitoba and 


Saskatchewan on Capital Costs, p. 1/7. 
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time frame of the analysis. As shown in an earlier section, 
the weighting of observations can affect the computed re- 
sults by five or ten percentage points. The results of 

Table XXVIII (page 200) could lead to the computation of equity 
funds rates. of 17.2, 22.8, 30.6, 40.0,0r 592) percent (adding 
the dividend yield of 6.1 percent to the earnings growth esti- 
mates shown thereon). All of this goes back to the apparent 
anomaly of 1974 earnings in the context of the immediate past 
and future. The Commission did not recompute the estimate 
provided in Schedule XI, but noted that the 1974 growth rate 
(g) was more than double that of any other single annual 
change, and, again cautioned against the unqualified use of 


these results. 


Dividends: As an alternative to using the growth 

in earnings, the Provinces and the railways examined the 
growth in dividends for CP Limited. (As) can be seen from ‘che 
data in Table XXIX, the year to year growth in dividends 
varied from 0 to 11.7 percent during each oP ten years tomla74, 
Based on these data the railways concluded: 

In’ 1974, the dividend) grew Dy 11.75¢.! theme 

dividend payout rate was only 33.9%, well below 

the historical average. The average annual year- 


to-year growth in earnings over the 1965-1974 
period was 10.9%, which is somewhat less than 
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the 1974 dividend increase, but this has been 
accompanied by a downward drift in payout rate. 
Restoration of a more normal payout rate would 
require dividend growth at a higher rate than 
earnings growth, so an 11.7% dividend growth rate 
appear a plausible expectation in the light of 
information available in that year.* 

This 11.7 percent dividend growth rate converts the DCF 

Petamate Of+equity capital. funds rate-to 17.8 percent. for 


the railway procedure. 


For the Provinces, three different estimates of equity 
funds rate were produced on the basis of dividend growth 
information. When the logarithmic values of dividends 
for the ten-year period 1964 through 1974 were regressed 
against their respective years, the resulting growth rate 
eStimate was 4.6 percent. The simple compound growth in 
dividends for the same period was 5.6 percent. For the 
shorter five-year period from 1969 to 1974, the period of 
recent earnings growth, the simple compound growth rate 
of dividends was 6.1 percent. When each of these was 
combined with the dividend yield of 6.1 percent, the three 
ProvinecialLeestimates of°10.7,1/11./Nandsl2.2 peneent were 


produced. 


—_——. —— 


* 
Exhibit R-4, pp. 43 and 44. 
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The declaration of dividends is’ within’ ‘the discretion 
of management and the growth of dividends in’ @eeent years has 
increased sharply from a "stable" Level™oreS.U> to G2) percene 
to a new level of 11.7 percent. Accordingly, the Commission 
has shown the results derived from the one-year growth rate 
as 17.8 percent. But, because of the volatility we stressed 
earlier, we have to emphasize that this result did not enter 
into our final estimates of appropriate equity funds rates. 
Rather, the weighted average of the five-year growth of divi- 
dends, at 8.1 percent (see Table XXVII and XXX) provided us 
with a much more stable estimate of the growth of dividends 
and the equity funds rate of 14.2 derived therefrom was input 


to our final decision of the 14.5 percent accepted rate. 


Retention Rate/Return: As described in the intro- 
duction of this section, the growth rate that investors 
expect in the future, and which influences their anticipa- 
tion of return, can be estimated by using '"br' (the product 
of the firm's retention rate and its return on investment) un- 
der certain circumstances. The Provincial rebuttal submission 
notes: 

It has the advantage that in empirical work it 


does a better job of explaining the differences 
in value among firms than other measures ... 
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differences in firm value are better explained 
by setting growth equal to past levels of br 
than by uSing other variables.* 


Based on an estimated marginal return on new investment 
of 15 percent and a ten-year average retention rate of 0.45 
(used by all par ies: | and assumed, on average, to continue 
into the future) the Provinces calculated future growth based 


on one, three and five year trends to be 6.9, 4.4 and 3.2 per- 


kKkK* 
cent. With the 6.1 percent dividend yield, the Provinces 


computed equity funds rates as ranging between 9.3 and 13.0 


percent. 
In their summary submission, the railways argued: 


On the one hand, Dr. Gordon feels that the his- 
cOoricalY race of ‘return earned: by’ €P Lid. ase not 
a useful estimate of "R", the marginal rate of 
return expected on new investment. It is un- 
‘satisfactory because it would imply that inves- 
tors expect CP Ltd. to invest in new projects 
that are expected to earn even less than his 
lowest estimate of CP Ltd's cost of equity capi- 
tal. Consequently Dr. Gordon arbitrarily as- 
Sumeswa» rate of *’15°R" for’ Re. 


On the’other hand, Dr. Gordon’ is’ quite prepared 
to use an average historical retention rate as 
his estimate of "B" despite the marked trend 


a | 


* 
Exhibit AMS-17, p. 128. 
exhibit AMS-17, p. 128 and Exhibit R-4, p..42. 


xK*K* 
See Scehdule X. 
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in that rate since 1970 and despite the fact 
that he has acknowledged that CP Ltd. appears 
to nave found, ins recent years, new areas in 
Woich to invest profitably. The railways sub- 
mit that, logic dictates investors taking 

the view that the observed increase in CP Ltd's 
retention rate has occurred because CP Ltd. has 
chosen to reinvest earnings in projects which 
PE expects will be especially prota table. 


The sensitivity of the estimated growth rate 
(and hence the cost of Capi tal). ito .Dr w= Gordon, 6 
arbitrary selection of 15% for "R" and his 
reliance on the historical average for, # Sines 
illustrated below: 


Retention Marginal Rate of Growth 

Rate Return on New Rate 

GB) cis Investment ("R") (SBR) 
ws LS Goin Pee 
«50 ine fpeH 
SoD le S25 
wD 1g 9535 
- 60 7 LO <2 
Oe its Fae, L004 


The railways submit that the values. of "B®. and 
"R" used by Dr. Gordon are unreasonably low and 
Should be replaced by a combination giving a 
growth rate in excess of 103% 
Based on this Table, the Commission inferred that the rail- 


ways would calculate a capital funds rate for equity of at 


beast 16.1 percent OO. 6 ty. 


The Commission computed the growth rate using one- 


year data and the 6.1 percent yield.” This 13.6 percent 


A a 


ee ee ee ee 


* 
Summary and Final Argument of Canadian National and cp 
Rall, Cost of Capital Becton spp. 10, end aa: 
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estimate, though one year, is based on embedded book rates 
and is generally less desirable than an estimate based on 
the incremental change for that one year, or preferably, 

for several years. Because of this reliance on book values, 
this Commission accorded lower weighting to this procedure 


in evaluating the overall methodology and empirical results 


OL Cis’ task. 


Average Return —- New Investment: As acknowledged by 
the Provinces in their rebuttal submission: 

An average of the rates of return on common equity 

over the last five years is probably a downward 

biased forecast of the return CP Ltd. is expected 

to earn on new equity investment.* 
What the investor incorporates in cost of capital estimates 
are his expectations of future rates of return and, probably, 
future retention rates. These expectations may well differ 
from past experience -- particularly if new investments have a 


Slgnicicant effect on total investment. 


In their summary submission (quoted supra) the rail- 
ways, in rejecting the use of an historical retention rate, 
argued that CP Limited has chosen to reinvest in profitable 


projects, reflecting investors’ acceptance of higher retention 


a a a 


* 
Bxpao1t) AMS—17, p. 128. 
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rates. From this and with reference to the data in the 
earlier quoted Final Argument the railways contended that 

a growth rate in excess of 10 percent was reasonable, par- 
ticulagiy sin light of unvestments gin mew projects occur— 

ring ansinftlationary periods. During cross-examination, 

Dr. Quirin further supported his reliance on an 11.7 per- 
cent growth rate in dividends by referring to the Provincial 
exhibit (AMS-17) reproduced here as Schedule XI. He pointed 
out that earnings per share had increased from $0.84 in 1970 
EOwo2..54 in 1974. an imcrense of $1.70, and that this had 
been accomplished on an increase in book Values of sS6e 7ie ( Erom 
Pl Soe! 62. 26). This yielded "a marginal rate of return 
on the additional funds invested of 25.3 percent." This re- 
turn on new investment, and an average retention rate of 0.45, 


produces an implied growth rate of 11.3 percent and a capital 


Dhan SC tor aVol. 10) papel 630 . 
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eunas face or 17.4 percent, 
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Table XxXxI 


| 
| 
| 
Possible Growth Rates for B = 0.451] 
with New Investment Return | 

| 


| 
Average Rate of | Implied | 
Return on New | Growth Rate | 
| 
| 


source: Exhibit’ AMS<17,. Dp. ib20. 


Investment (br) | 
a Ree Se ON | 
| | 

| A 5% | 

a7 | 5.4 | 

14 | 6.3 | 

16 | ‘habe 3 | 

18 | Sigal: | 

20 | Oa | 

22 | 9.9 | 

ee. | Lone | 

26 | Bl wy | 

28 | 1230 | 

30 | 1385 | 

| | 

| 

| 

| 


The Provinces, on the other hand, determined that: 

A generous estimate of the average rate of return 

Si new investments for CP Ltd. 1s about 1S percent.= 
iuesamelted growth rate of 11.3 percent Is derived from 
page 128 of the Provinces’ Exhibit AMS-17 (reproduced above 
Memlable xxl). by interpolation [i.¢e., Vf 2 CV so = LO oe 
Heee==—11>3]-.--On the-basis of this direct estimation, and 
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Bxpuoit AMS-17 p. 129. 
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in light of the 0.45 retention rate, the Provinces concluded 
that the best estimate of growth for CP Ltd. was 6.75 percent, 


yielding a calculated capital funds rate of 12.9 percent. 


The Commission examined the marginal return on new invest- 
ment for each year from 1970 to 2975~and” found the tol lowing 


results: 
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TABLE XXXII 


Marginal Return on New Investment 


| 

| | 
| | 
| | 
| | 
| | 
| Year | Marginal Return | 
| | | 
| liesreie @ | 
| 1970-71 | ay area | 
| 71-72 | elves | 
| 7 bey res | 
| 73-74 ~ =| 86.3 | 
| 74-75 | ee a) | 
| and | | 
| VO0=75 | gS yrs | 
| | 
| pias rae Nag cee a er 
| | 
| Source: Derived from Schedule xX. | 
| | 
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Clearly the change in earnings for the one year 1974 over 
1973 was particularly atypical -—= 4 fact which vas been 

repeatedly stated in this report. When measured in terms 
of marginal return on investment, it yields results some 


five times greater than the previous years. 


eee Al gee 


To correct for the abnormal influence that 1974 might 
introduce into the analysis, the Commission, for this Single 
test, used the 1970 to 1975 average marginal rate of return 
and the historical retention rate of 0.45 to compute an im- 
plied growth rate of 7.4 percent from Table XXXII and a 
Resuloing capital *tunds rate of 13.5 percent (6.1 + 7.4). 
BieUwe accept the retention rate of 0.55 proposed by the 
railways, our 16.5 percent marginal investment return would 
have produced an estimate of 9.1 percent growth rate and an 


implied equity rate of 15.2 percent. 


We have considerable faith in the estimated marginal 
investment return calculated in this fashion. The appro- 
priate retention rate is not quite as clear, though an esti- 
mate of 0.45 to 0.55 (see Schedule X) does not seem unreason- 
able. For the 1970-1975 period, the overall rate was about 
dase Tt this iS applied to the 16.5, percenye Teturn we. ae— 
rive an estimated growth of 8.7 percent and an equity funds 


rate of 14.8 percent. 
Earnings/Price Approximations 


In our general discussion of methodologies, we elaborated 


on the conditions under which earnings price ratios could be 


ae 
a a rt ee ee 


“average dividends per share 1970-1975 were $0.748, average 
@arnings per share $1.61. Retention rate= (1.61 — Ort SaueA 


Wee OLe= (01.534. 


= —2¢1) = 


employed as a simplified version of the discounted cash flow 


methodology. 


The use of comparable earnings relies heavily on the 
notion of opportunity cost and assumes that competitive 
pressures within capital markets will tend to equilibrate 
the rates of return achievable on equity investments, when 
risk variations have been recognized. By examining compan- 
ies of comparable risk, it is expected that valid estimates 
of equity funds rates can be developed. The problem becomes 
one of defining the risk level of the company under examina- 
tion and developing measures of risk which enable inter- 
company comparisons. Unfortunately, no standardized approach 
to the measurement of risk has been generally accepted in 
the. field of ‘caplital cost. .Compounding this te¢the placed. 
"convincing evidence that market valuations (and costs of 


* 
capital) are determined by any single measure." 


In attempting to overcome this lack, the railways in- 
troduced a procedure of ranking the relative riskiness of a 
sample of 157 companies that was designed to identify those 
sample companies which possessed low risk characteristics. 
This ordinal measurement of risk was developed in the follow- 


ing sequence: 


A A EY a et 


ey. 


e five separate, quantifiable risk indicators were 
established, and calculated for each company in 
the sample, 


e for each risk measure, companies were ranked in 
ascending order of riskiness, so that each 


company ended up with five numbers associated 
Wich. nits, 


e the sum of these numerical rankings provided 
the composite ordinal ranking of riskiness for 
the 157 companies, 


e the companies were re-ranked in ascending order 
of the composite score and separated into 
quintiles of comparable risk. 


The results of this procedure, for the 63 least risky com- 

panies (40 percent of the sample population) are shown in 
‘% 

Schedule XII. The five separate risk measures developed 


by the railways were: 


(1) The maximum percentage shortfall in annual 
earnings per Share below the trend value 
fitted on annual data for fiscal years 1964- 
1974 inclusive. 


(2) The mean absolute deviation, (expressed in 
percentage terms), of annual earnings per 
share about a three year moving average. 
Annual data for the fiscal years 1964-1974 
inclusive were used. 


“cp Limited would have ranked twenty-fifth if it had been 
included. It was excluded since the results were to be 
used to determine the cost of equity capital applicable 
CO CP. 


2S 


(3) The maximum drop, (expressed in percentage 
terms), over a l2-month pericd Aanesneare 
price. Month-end prices for the five- 
year “period July 1970=July 197s “incisive 
were used. 


(4) The systematic component of the variation 
in the price appreciation component of 
investor yields as measured by the Beta 
factor utilizing month-end share prices 
for. the five-year period! July aowe-guny 
io yo* Ine Lusive: 


(5) The total variability in investor yields 

aS measured by the standard deviation of 

the price appreciation component utilizing 

month-end share prices for the five-year 

period July 1970-July 1975 inclusive.* 
From the basic data for quintiles 1 and 2, the railways and 
Provinces developed several estimates of the appropriate 
capital cost of funds rate for common equity of CP Linviede 
The cost of capital evidence submitted by the Provinces 
examined both earnings/price and earnings/book approxima- 


tions while that of the railways was directed more heavily 


to earnings/book estimations. 


Comparable Risk Companies - Unadjusted: The Provinces 


cautioned against using the earnings/price ratio since 


there are numerous random disturbances that dis- 


tort the earnings/price ratio for a particular 
Licm. =* 


a a 


EXhibit R-4 ps 936. 


kx* 
Exhibit AMS-17, p. 130. 
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Since the use of the average E/P ratio for a large number 
of firms could remove a substantial amount of this random- 
ness, the Provinces agreed that Dr. Quirin's procedure for 
comparable risk companies may be appropriate. For the 
Pines OrescOurrin' soquintilésicl cand! 12 ;i ithe *prowinetdl 
experts noted that the simple average earnings/price ratio 


of these 63 firms was 12.7 percent. 


Though the basic data on which this was based was not 
contained in the Provincial rebuttal submission, one of the 
sources listed for that information is "Dr. Quirin's Work- 
ing Paper." We have displayed some of the data contained 
in these working papers in Schedule XII. For the 63 com- 
panies of quintiles 1 and 2, we computed an average earn- 
ings/price ratio of 13.4 percent. However, because of the 
weaknesses inherent in unadjusted earnings/price data, the 
Commission did not undertake any further analysis on this 
basis. Although the process of averaging may partially 
remove the effects of differences between earnings and the 
firm's cost of “capital » there is no means ‘of ensuring that 
EAS wil b ibe “systematically ‘true’ -— “onWaverage. Therefore, 
we were reluctant to place much emphasis on this procedure 


ana sts “results. 
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Comparable Risk Companies - Adjusted -for M/B:” The 
Provinces ‘found that the quintile Land 23@ie 77 data eran 
firms which Dr. Quirin claims have the same risk as CP Ltd.), 

* 
produced an average market-to-book rate of 1.81. The Prov- 
inces also agreed with the submission and testimony of Dr. 
Quirin, that market value over book value ratios will reflect 
the incidence of earnings different from the firm's cost of 
capital. In other words: 

This indicates that firms in the sample have 

earned a rate of return in excess of their cost 

of capital and that the earnings price ratio will 

understate the true cost of capital (and the 

earnings book: ratio willsoverstate lite 

To compensate for this, the Provinces used a simple 


linear regression technique to estimate the relationship 


between earnings/price and market/book ratios. For the 


Ss, Piniis, in quintiles’ 1 and 2, the results were: 
Earnings = 0.1556 - 0.0182 Market Value (EG... 28) 


Price Book Value 
Since, when the M/B ratio is equal to 1.0, the earnings/price 


ratio estimates the cost of funds rate for these firms, 


a a a a oe 
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the Provincial experts computed that a better estimate of 
the cost of equity funds for the firms in quintiles 1 and 


Peevtand hence for CP Limited) was: 


ee eo = 0.0182 = Lee (EQ. 29) 


o| 5 


This adjustment process, the Provinces submitted, would: 


give a rough estimate of the cost of equity capital 

Of 13.) percent, which is quite close to the esti— 

mate obtained by using the full DCF formula for 

Sealed. directly, * 

Inasmuch as the market value over the book value for 
each company entered the regression equation, the estimate 
o£ 13.74 percent will have an upward bias if any of the 
companies in the sample earned returns on book equity which 
exceeded the returns that the firm is expected to earn on 
new investment. 

To .the extent that -accounting, practices /Gend-jto 

understate the book value of the common equity 

this bias will be present.** 

The implications of this argument are that the ton 
percent estimate could be an overstatement of the cost OF 
funds rate. However, we were not convinced that this argu- 


ment was purely asymmetrical and could not Conclude that 


the procedure yielded such an upward bias. Because of the 


a 
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comparative nature of the firms, we were attracted to the 
use of their price data, however adjusted, for estimating 


the appropriate CP Limited rate. 


Comparable Risk Companies within 10% of M/B = 1:~ An 
alternative method of adjustment was also developed in 
the Provincial submission, though they admitted it was a 
"somewhat cruder way of accomplishing the same objective." 
In this approach, the comparable risk companies in Dr. Quirin's 
sample were examined to determine the earnings/price ratio 
of companies which had market-to-book ratios in the region 
of 1.0. The average of these companies should provide an 
estimate of the cost of funds after removal of the effect of 
firms earning more or less than their actual cost of funds 


from the former averaged ratio. 


In the first instance, the eleven companies (shown on 
Table XXXIII) with market-to-book ratios within 10 percent of 
1.0 were used to estimate the E/P ratio. The average M/B ra- 
tios for these companies was 0.995 and the average earnings 


price ratio for the eleven companies was 14.0 percent. 
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TABLE XXXIII 
EARNINGS/PRICE RATIOS FOR SELECTED COMPANIES 
FROM DR. QUIRIN'S QUINTILES 1 & 2 
WITH MARKET/BOOK RATIOS WITHIN 20 PERCENT OF 1 AND WITHIN 10 PERCENT o¢ 1 


Sa ee ee 


Market/Book Ratio Earninas/Price Ratio 
ltnj ib Within 10% Within 20% Within 10% 

ritish Columbia Telephone 80 (Ogee 
later Steel Ind. 80 26.6 
Igoma Central Railroaa 84 ee 
istillers - Seagrams 88 Ted 
ell Telepnone of Canada 90 90 ase Foe 
maron, Ltd. 94 O46 AGS 8 25.0 
udsons Bay Company 95 95 8.9 8.9 
anada Packers 99 99 120 TARO 
teel Company of Canada 99 99 hie) 127, 
Ican Aluminum .99 .99- 14.0 14.0 
anada Cement Lafarge 104 Tee LOe2 1G 
igoma Stee] 1.02 Pz 18 1€.8 
teinbergs OS 1.03 ree 1225 
anadian Utilties 1.04 1.04 rave 14.2 
rans-Canada Pipe Line 1.09 1.09 LZ Tere 
xaco Canada Lel2 14.9 
minion Stores tel2 14.5 
Villips Cables WAS pe 14.9 
Iminex, Ltd. ee! len 
jax 1.14 Alene 
yrthern and Central Gas ety oee EF Bell 

Average . ] 004 995 14.59% 14.0% 


Exhibit AMS - 17, pages 144 and 145. 
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This value of 14.0 percent is shown under the "“Com— 
mission" column in Schedule X since the Commission agreed 
that some adjustment to the raw E/P ratios of Dr. Quirin's 
first and second quintiles was necessary and that this 
adjustment procedure produced a reasonable estimate of the 
earnings price relationship for the firms of comparable risk 


imuduincives: LY and 2. 


Also, the Commission tested the effect of changing the 
range of this examination and found the results to be rela- 
tively stable and predictable. When the range was narrowed 
to restrict it to market/book ratios within five percent of 
1.0, the resulting average earnings/price ratio for the 
eight firms was 13.2 percent (average M/B = 1.003); when 
extended to 15 percent of 1.0, the average earnings/price 


TaCTOuLor 17 finns avac. 1424 percent (average M/B = 1.028). 


The Commission also tested the relationship of M/B 
ratios and earnings/price ratios, by regressing the latter 
on the former. Though the statistical measure of correlation 
was exceptionally poor, the results were Supportive of the 
general findings in this area. For the 1] observations with- 
in, LOSpercent of 1.0, the following relationship was found: 


Bue ie O00 pees 300 aM (Eq. 30) 


E 
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Since we are interested in the value of these observations 
when M/B = 1.0, we can substitute this value in the above 
equation to derive the estimated earnings/price ratio after 


correcting for market and book price differentials: 


eee DOS = 13. 390 =" 13.9075 (EGi 3 ES) 
P 


Miacarumber is, again, ‘close tothe 1420) reported previously. 


Te correction for market/book ratios different from 
1.0 was important in the development of the Commission's 


final estimated capital funds rates. 


Comparable Risk Companies Within 20% of M/B = 1: As 
a further verification of the results obtained by adjust- 
ing the earnings/price ratio averages to reflect market 
value and book value equality, the Provinces took the 21 
firms which had market/book ratios within 20 percent of 1.0 
and averaged their E/P ratios. The firms with M/B ratios 
between 0.80 and 1.20 included the previous subset of firms 
within 10 percent and had an average market-to-book ratio of 


7.004. “As “shown in Table XXXIIIL these firms had. .anavernage 


earnings/price ratio of 14.6 percent. 
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The estimate of 14.6 percent was judged by the Commis-— 
sion to be more reasonable than the unadjusted average for 
the firms of quintiles 1 and 2 and was regarded very favor- 


ably as indicative of the appropriate rate for CP. 


CP Limited 1973/74 Average E/P: As discussed previ- 
ouSly (See Figure III) the 1974 earnings of CP. Limited ap-— 
peared higher than the level that might have been predicted, 
based on past realized levels. As can be seen in Table XXIx, 
the earnings per share in 1974 were 53 percent higher than 
those of 1973 and more than twice the level of 1972 earn- 
ings per Share. In addition, the data for, ho75 Suggests 
that the upward trend from 1970 may not have been expected 
to continue indefinitely into the future. As indicated by 
the Provinces in their rebuttal submission: 

One indication that the recent upsurge in growth 

is not expected by investors to continue into the 

future is that market prices have virtually not 

increased with the increase in earnings despite 

a growth rate well above the average for the 

market. Another indication that the recent growth 

is not expected to continue is management's failure 

to raise dividends to keep pace with increased 

earnings.* 


For these reasons, the Commission computed the average of 


thew S7oe@Gieswnercent), ane 1074 (18.2 percent) earnings 
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price ratios for CP Limited. This average of 14.4 percent 
was not specifically computed by either the railways or the 
Provinces, The data for this computation was taken from 


EXit pa tCPAMG-1 7. ate pager146 and ‘issreproduced as#Table xxxiv. 


TABLE XXXIV 


Historic Ratios of Earnings over Price 
Canadian Pacific Limited 


Source: Exhibit AMS-17, page 146. 


| | 
| | 
| | 
| | 
| | 
| 1969-1975 | 
|... = ee ee eee ee 
| | 
| P/E Ratios Average Earnings | 
| Year High Low P/E Price | 
| | 
| | 
| 1975 i 5 isu 16.63% | 
| 1974 7 4 56 Lege | 
| 4973 nie 8 veo POS | 
| Log2 Ls 14 AZeO Soo | 
| 1971 15 ig 1320 TAT | 
| L970 an TZ Laos 6.9 | 
| 1969 19 14 16.5 Sire ! 
| 

| Average 1969-1974 9.63% | 
| 

| | 
| | 
| | 
| | 


The earnings/price ratios shown represent the reciprocals of 
the average price/earnings ratios for those years. The aver- 
age price/earnings ratios, in turn, were developed by simply 
taking the midpoint between the high and low P/E ratios: for 


each year. 
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A similar result is obtained if the net income per 
share (before extraordinary items such as gain on sale of 
land after income taxes) in each year ($1.60 in 1973 and 
$2.61 in 1974) is divided by the average of the 12 month- 
end Toronto Stock Exchange prices for each of the two years 
($16.86 in 1973 and $14.08 in 1974). The average of these 
two" ratios is, 14.0 percent (One 18.5) /2°= 14.01 @ number 
which is close to the 14.4 percent reported? above. “If? the 
net income per share is taken after extraordinary items, the 
average for the two years becomes 14.49 percent. (107024 


18.96)/2 = 14.49) - again, very close #6the 14.48 percent) 


CP Limited 1974 E/P: The railways, Provinces and 
Commission each computed a value for the 1974 earnings/price 


Barto Ofmcpultd. 


The railways based their estimate on the 1974 earnings 
level of $2.61 per share as restated in the 1975 Annual 
Report (pursuant to the procedures for accounting for Toss 
compensation introduced in 1975), and the $14.08" price dex 
rived from the average of the twelve month-end prices, as 


described above, and computed the rate as 18.5 percent. 
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The Provincial estimate was derived’ from the recip- 
rocal of the average price/earnings +ratio.of #19748(5e5) as 
described in the previous section. The difference between 
the 18.5 percent estimate of the railways and the 18.2 per- 
cent of the Provinces may easily be due to the rounding 
otethe high and low price/earning ratios to the nearest 


whole number. 


The Commission felt that the result computed by the 
railways for the year 1974 for ore CP Limited earnings/ 
price ratio was the more accurate computation. Having 
said that, however, we again emphasize that the results 
obtained for one year - any year, should be viewed with 
some caution. In particular, the results of 1974), taken 


Singly, cannot be defended. 


EP jbimited 1974 M/E ibn E/P Regressions: inewres 
gression equation described in the Provincial rebuttal sub- 
mission (See equation 28, page 226) which adjusted the earn- 
ings/price approximation to reflect market value and book 
G@itterences was used by the Commission to determine the 19/4 
E/P. fatio tor CP ‘Limited, that would lave’ been: predicted ton the 


basis of the experience of the’ 53 companieswin Dr. Ouirin’s 


ee ae ee ee es ee ee ee ee ee ee ae eee 
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* 
first and second quintiles. 


Substituting the 1974 CP Limited market-to-book ratio of 
0.584 in the E/P regression equation yields an estimated 
hate torn CP Limited ol 14.5 percents 

HEV S56 =“(OS01LS2 x 08504) a ao0 (EQ. 32) 

P 

The effect of this procedure 15 to “adgustetneti 9 cece 
results for the anomalous earnings/price results on the 
basis of the general characteristics of the firms of com- 
parable risk. We had much more confidence in this estimate 
aS an appropriate 1974 equity funds rate for CP Limited for 


1974 than we did in the unadjusted rate of 18.5 percent. 


CP Limited 1974 E/P (Earnings Smoothed): The 
smoothed regression results shown in Figure IV suggested 
that 1974 earnings per share of $2.54 (this Provincial data 
was unadjusted for the changes in accounting for loss com- 
pensation introduced in 1975) were well above the expected 
result of about $1.49. To correct’ for ‘thesoveretatenen® 
that this would impart to the earnings/price ratio, the 
Provinces substituted the smoothed estimate of earnings 


taken from the regression of earnings against time and came 


* 
The use of this relationship and any reliance on its 


results implies an acceptance that the data for these 
companies is representative of the risk Characteristics 
Of .CP ibd. 
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up with an estimated earnings/price ratio of 12 percent. 


Cp Limited 1969-74 Average E/P: Based on the 
information derived from the 1973, 1974 and 1975 Annual 
Reports to the Shareholders of Canadian Pacific Limited, 

(see Table XXIV) the Provinces computed the average 
earnings/price ratio for the period 1969-1974 as 9.6 per- 
Bene. ik: This process of averaging was proposed to "eliminate 
some -ofethewrandomness" though it wasvadmitted thate'this 
Peenoecarvery satisfactory procedure, syhowever, ‘since it vis 


kkk 
likely that the cost of capital has changed over time." 
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This heading, used in Volume I to describe the estimate of 
17.6 percent as reported by the railways at page 41 of their 
initial submission (Exhibit R-4), may appear slightly mis- 
leading. As described earlier in this part of the chapter, 
the railways undertook considerable mathematical analysis 
which showed that the estimated earnings/price ratio pro- 


vided a lower-bound estimate for the cost of capital when 


“Exhibit AMS-17:, (page 132< Substituting lim ithe regression 
9.061 + 0.0419 time), the value of 1974 (1.62, 11)7 yields 
the Jn tearnings (predicted value of 2093999 swhichlecnverts 
fo $1.492 as the estimated 1974 earnings per share. Using 
the sprice sof $14.08,actually, yieldsean, estimates of eroMe 


percent. 
Ibid. 
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the earnings of unregulated divisions of a company were 
equal to or greater than the overall’ cost of a0lcaletomene 
company. 

Based on the market/book ratios o£ nine! public? com— 
panies in which CP Limited had a significant shareholding, 
which ranged from 0.81 to 1.80 but centered around 1.0, the 
railways concluded: 

These market—book ratios,suggest thateat least 


some of these companies are expected to earn in 
excess of thelr scosts checapi tal s* 


-_—_-o- oo 


| 
TABLE XXXV | 
| 
| 
| 


C.P. Ltd. Has Significant Shareholdings 


———. 
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| 

| 

| Market-Book Ratios of Companies in Which 
| 

| 

| 


| 
| Book Value | 
| per Share Market Value  Market-—Book | 
| Company Dec. Sly 1974" beck 4is gi974 Ratio | 
| | 
| etd he F0gig SESE ns on cous 9 | 
| Algoma Steel 30.545 25.000 1.818 | 
| Cominco 22 6525 24.500 1.088 | 
| Great Lakes Paper hase TAS 25) 0.998 | 
| McMillan Bloedel 24. 195 2. 750 0.899 | 
| MICC Investments 7.560 8.000 0.945 | 
| PanCanadian Petroleum 4.301 Let SO 1802 
| Rio Algom Mines 20.454 19.000 0.929 | 
| TransCanada Pipelines 8.910 8.205 0.926 | 
| Union Carbide 17.596 14.250 0.810 | 
| | 
| | 
| | 
| | 
aie | 


ES A Rh ee ne eee 


a a a aN epee ene ts ES 


This fulfilled the condition stated earlier and implied 


that it would be appropriate to adjust the E/P ratio to 


mervect the bias. 


The CP Limited E/P estimate used in this context for 
1974 of 17.6 percent was derived from the average month-end 
price of $14.08 and the reported unadjusted earnings of 
52.48. Subsequently, the 1974 earnings were restated to 
©2.61, due to the change in accounting procedures consistent 
with The Railway Advance Payment Regulations, pursuant to 
Appropriations Act No. 4, 1975, as reported in the 1975 Annual 
melo fo shareholders.) This adjusted then /Perationto m2. 5. 
To account for this difference, the railways averaged the two 


and used 18.1 percent. 


The further analysis developed in the railway sub- 
mission used the ten-year average retention rate for CP 
Limited of b = 0.45, and "a reasonable expectation... 
that not more than 5 percent of retained earnings were 
so invested (in restricted-income railway services)" 


and the average 1974 E/P ratio of 18.1. 


Based on Ehese date ~ tite rail way ecapieal cost expert 
concluded that, since many of the unregulated activities of 
CrwLimited. had rates of réetuen in excess of Ehelr icostloF 


capital as referenced above, then 
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it is my inference that the cost of equity funds 

is approximately 17.6%. This is based on the 

average of the two earnings yield figures for 

n974 given in para. 5.28 (1/6 -andicn semaine 

deduction of 0.5% for estimated Upward ibiace.a, 

(however) some of these companies (the unregulated 

activities of CP) are expected to earn in excess of 

their ‘costs of capital. “Therefore, 1t muee ce 
inferred that. the cost of scapltal.otscC, peeled 

is in excess of the 17.6% lower-bound estimate 

presented above.* 

While accepting the manner in which the railway sub- 
mission described the relationship between "regulated" and 
"unregulated" activities of CP Limited, the sensitivity of 
this estimation procedure to the unknown values of 'c' and 
tevin particular, (i.e., percentage of retained earnings 
invested in restricted income service and shortfall in 
return of equity for restricted income services) and the 
d2Piiculty of accurately estimating the amount by which 
the rate of return on the unregulated activities exceeded 
the cost of capital for CP Limited forced the Commission to 
rely more heavily on methods of removing the bias, before 


utilizing the E/P ratio as a means of measuring the cost. of 


capital -- rather than adjusting the E/P ratio directly. 
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Other CP Limited Relationships 


The Provinces and the railways each computed an addi- 
tional estimate of the cost of funds on common shareholders' 
equity based on specific relationships of CP Limited stocks 
to either government bonds or CP bonds. Since each of these 
computations was not adjusted nor recomputed by the other 
party nor by the Commission, they are separately reported in 


His Shorto section: 


CP Limited Average Premium Over Long-term Government 
Bonds: In computing the appropriate earnings/price 
ratio, the Provinces noted several factors that, to their 
analysts, suggested that the 1974 earnings/price ratio for 
CPaLamited was'tabnormally high.® To lcorrect’ £6!) this and 
any other randomness which might have influenced the earn- 
ings/price level of 1974, the Provinces asserted that: 

if it is believed that the premium that Canadian 

Pacific Limited common commands over and above the 

government bond yield should be constant, then 

the difference between the earnings price ratio 


and the long-term government bond yield can be 
taken and averaged to eliminate randomness* 


* 
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Applying this premium to the 1974 long-term government bond 
yield (8.9 percent) provides an estimate of the cost of 


equity funds rate of 11.0 percent. 


CP Limited PremiumsOver Ce Bonds:) Inve similar analy- 
sis of the difference between bond rates and equity rates, 
the railways inferred that the resulting equity rate for cp 
Limited would be 16.0 percent. This was based on the 1974 
Collateral “Trust Bond Composite costerate voc smieG (actually 
10.57) percent plus the long-term risk differential between 


bond and stock yields of 5:4 percent. 


The former rate was that submitted by CP Limited te tne 
CTC in May 1975 as part of the cost of capital approval pro- 
cess. The latter rate was based on the Ibbotson-Singue field 
("T=S") “analysis of bond yields and the Fisher-Lorie ("F-L") 
analysis of stock yields. The railways did not advance this 
particular rate calculation as appropriate for the Commission's 
purposes but, rather, it is a result of the argument that they 
advanced in their Summary and Final Argument on'Cost’ of 


: kk 
Capi tals 
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TLANSCri pt, Vol. 26) pe. 5681-5689. 


*x 
Summary Final Argument of Canadian National and cp Rail, 


Cost of Capital ‘Section, Pp. 20-272, 
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In summary, the railways submit that spreads 
between rates of return on stocks and corporate 
bonds In both U.S. and Canadian markets clearly 
snows that Dr. Gordon's estimate of,CP.Lia.ts 
Cost of equity’ capital is unrealistically low. 


igerepobting=this*rate in the "pailways® column» sthes€emmi s— 
sion is merely interpreting the impact of this position on 
the cost of funds rate for equity which would have.been 
implied. The rate is presented as a result of the argument 
Pore Decalsce*the railways felt if appropriate specifically in 


tis context. 


Earnings Book Approximation: The use of the ratio of 
net earnings per share to the book value per share was in- 
troduced by the railways as a method of estimating the cost 
Steecurcy funds rate for CP Limited. ‘The earnings/bDook (E78) 
ratios of comparable risk companies, as described earlier, 
were used to provide an estimate of the competitive rate of 
return that “could be applied ite ther analysis of CPyiLimnited 
equity costs. _In using, the approach,, the railways coneéluded 


that: 


* 


ue AS 


There may be discrepancies in the case of individual 
companies, or at particular points in time, but 
deviations will occur in both directions and the 

use of averages will tend to eliminate the effects 
of such deviations. 


The chief theoretical objection to the use of 

comparable earnings rate is that the denominator 

in each computation is historical COSt,, Letier 

than opportunity cost, and the former will be 

influenced by the age structure of assets, past 

price levels and similar factors. (While there 12 

no doubt that the effect of these differences is 

to create some margin of error about the resulting 

estimates, it does not show that estimates derived 

from sample means are systematically biased.* 

Under cross-examination, however, it was brought out 

** 

that in another study, which examined the same technique 
of comparable earnings, the expert witnesses appearing here 
for the railways had expressed the reservation that compar- 
able companies might earn more on their investment than 
their cost of Gapital with the result that the E/B ratios 
would overestimate the cost of Capltal. In ther study, 
the Provinces felt that the quotation: 


While it may be that the accounting vagaries 
"averaged out' over a Sufficiently large sample 


kx 
Exhibit R-60, "Competition, Economic Efficiency and 
Profitability in the 'Canadian Property and Casualty 
Insurance Industri.” Prepared by Dr. G. D. Quirin for 
the Insurance Bureau of Canada. 
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a careful study would probably show that this 
waS not the case.* 


was contradictory to the submission made to this Commission: 


While individual company figures may be influenced 

by peculiarities in accounting practices, these 

offset one another in a sample of sufficient size.** 
However, Dr. Quirin asserted that he had gone through the 
accounting characteristics of the individual companies in 
Surrrcient detail and: 

convinced ourselves or me anyway that any addi- 

Gone. peculiarities in accounting do in fact 

wash themselves out within that low risk spec- 

trum of companies*** 

In their rebuttal submission, the Provinces asserted, 
although earnings over book equity had been used at one 
time in regulatory proceedings, that: 


earnings over book is unrelated to the cost of 
Sculty Capltal except by coincidence, **7> 


and that such a coincidence was absent in this study. The 


“transcript, VOde oy oe nO 


k* ’ 
Exhibit R=-30, page 26. 


***~ranscript, Vl. pag Wee OU U. 
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Exhibit AMS-17, p. 133. 
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necessary coincidence was that actual earnings of the com-— 
pany and the required earnings of investors in the company 
must be equal. Further, the Provinces showed that, when 
actual earnings exceeded required earnings, the E/B ratio 
of the company would overstate the cost of funds, and when 
actual earnings were less than required earnings, the E/B 


ratio would understate the cost of funds. 


The Provincial submission then stated sthat thicabias 
could be corrected since the relationship of market price 


to book value would follow the pattern listed below: 


—— 


Bias in Relation of Market 
Condition eet E/B Price to Book Value 
Actual earnings = Required earnings None Price = Book 
Actual earnings > Required earnings Overstate Price > Book 
Actual earnings < Required earnings Understate Price < Book 


source: Exhibit AMS-17, p. 134. 


Se SE es ee ee ee 


In agreeing with the railways that the use of averages could 


tend to remove any directional bias, the Provinces noted: 


HOWEVER, Sitwell only de so if. theetirnac tend to 
be evenly drawn from all three eategories-orsenly 
drawn from the first category. For a sample of 
non-regulated companies one would not Cepectenciiis 


Se Oy oe 


to be true. Successful non-regulated companies 
would be investing in projects yielding more than 
the cost of funds, would have price greater than 
book, and would have an earnings/book ratio greater 
Phan the cost of funds s'the procedures DBrumoulenin 
employed to identify low risk companies were biased 
in favour of successful companies. 


Peecemination of Dr. Ouirin’s quintiles J and. 2 

show that the market/book ratio is 1.82 for all 

companies and 1.94 for the non-utilities. Thus, 

the average earnings over book is very much of 

aneeverestimate of ia cost sof “funds 
inorder Sto juse othe E/B ratio at all, “‘therProvinces suggest 
that an adjustment for market value and book value discrepan- 
cles needs to be undertaken. This adjustment involved re- 
gressing the return on book (column 5 of Schedule XIT) 


against the ratio of market value to book value (column 6) 


for the comparable risk companies in Dr. Quirin's quintiles 


kk 
i ond.2. . »onisiyielded the fol lowing, "resi tss 
pais Wisk022 ew I L0ASo Market (Eq. 33) 
B Book 
2 = 
(r° = 0.54) (t=) 35D, 


During cross-examination, Dr. Gordon admitted that in em- 


nloying regression techniques with this data: 


eer wre ae mes mee ne eer es er ae es et ae ee a ae a ee ae ae Fee merry ae oem net 


*oxhibit AMS-17, p. 134; See Schedule XIII for data 
Bupporting this, 


kk 
Exhibit AMS-17, pp.» e134. 


We have the same problems in that the indepen- 
dent variable is subject to measurement error 
which creates some bias in the coefficient and 
we also have ratios on both sides and a common 
variable in the two ratios.* 


However, Dr. Gordon then went on to say: 


If this procedure was the best estimate for ar- 
riving at: the cost of equity caphtal, awe might 
have used somewhat more care and tried to identify 
the bias and eliminate them more ebféechively.. As 
I have indicated in my testimony, I not only would 
not recommend using earnings over price or return 
on book but I also would not advocate uSing them 
corrected in this way but the correction did do 
Something about eliminating obvious biases in this 
type of data.** 


This exchange during cross-examination led the railways 


GO argue: 


it was made quite clear that the econometric 
problems associated with the so-called adjust- 
ments had not been addressed in any meaningful 
fashion by Dr. Gordon. The railways submit that 
his so-called adjustments are, therefore, meaning- 
iess.7* 


Recognizing the shortcomings of uSing the E/B ratio and 


recognizing the potential bias in the use of the regression 


procedure, both the Provinces and the Commission recomputed 


aN Ye 


* 
TRaAnSC ripe sola? spe 6129), 


kk i 
Ibid. Fw ippes 6120=—6 130). 
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Summary and Final Argument of Canadian National and CP 


Rally Costiiof apical PemeioOn, mero: 
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the estimate of the earnings book approximation submitted 


by the railways in Exhibit R-4. These recomputations are 


discussed in the following sections. 


At-this~ point, we should also state that -we-have little 
confidence in results derived from adjusted earnings/book 
ratios. With adjustment for discrepancies between market 
values and book values, we have somewhat greater confidence 
and, when based on information about a large number of com- 
parable firms, we have even greater confidence. As stated 
earlier, however, these empirical results were used as 
support for our findings derived from relevant earnings-— 


price information. 


Canadian Regulated Company Sample, 1974: The six 
regulated companies referenced in the following section 
Poedwuie .beAm ratios that ranged from 10.8 to ;lG.5.beucenc 
and averaged 13.87 percent (see Table XXXVI, following page). 
However, the market-to-book ratio for five of these six com- 


panies is greater than 1.0 and the average for the six companies 


=—e249° = 
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Table XXXVI 


1974 E/B and M/B Ratios of 
Six Regulated Companies 


| 
| 
| 
| 
| 
4 Side ae eae iid get ee Nae 5 ae es Se 
aie. io | | 
Company | E/B Ratio | M/B Ratio | 
| | 
[a ee A eee | | | 
| rh, 4 | 0.90 | 
Calgary Power | LO:.8 | is 20 | 
Consumer Gas | 1655 | 16s | 
Northern & Central Gas | Lees | LEG | 
Trans Canada Pipelines | i ais Pages | age | 
Union Gas | LAs | 1344 | 
| | | 
Average | I5287 | ee a 

| | 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| Bell Canada 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


is about ear Sib Substituting this value in the Provincial re- 
gression equation (33) yielded a smoothed estimate of the earn- 
ings book approximation of 15.6 percent, a rate which accord- 
ing to the previous analysis overstates the cost of funds 


; *x 
estimates, 


FE A TD oe ny pe nee ae on 


“The Provincial estimate of this number was 1.2162 but was 
derived from a slightly different data set than that shown 
in Table: XXXVI« The average of these Us abou@pr 1.23, 1.6... 
(TR2162) ch 1. 24677) 72. 


* 
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Comparable Risk Companies, 1973-74: Based on the analy- 
sis of risk described in the earlier section, the railways 
concluded that the average return on common equity for the 
first two quintiles was the appropriate estimate to apply to 
CPabimated.,.Also, the rates for.1973 and 1974 were averaged. 
This data is presented in Table XXXVI. From Chis ue 
railways concluded that the average rate of 17.4 percent "as 
tmercostiOor equity capital for G.P. "Seems appropriate. 
ee a ae ee ee 
| TABLE XXXVI 


Rate of Return on Average Common Book 
Equity as Related to Risk ** 


Average ‘for __ i). Average Por cempene iim ners 
Companies 1973 =o 4 Lon 1974 
Oman tite 2) 16.5 165 i ay ag 


me a a a ee ee ee 


Rate of return on average common book equity is equal to 
the reported net income available for common per average 
number of shares outstanding during year divided by the 
average of beginning-of-fiscal year common book equity 
per share and end-of-fiscal year common book equity per 
Shere. - Number of Shares was adjusted towreflect the am 


Peace oO. ar stock split(s). 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
Sant 1 ee 2 18" 0 ae, LoS 2 eal 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
Sources Exhibit R=47" p:.. 59. ‘i 


| 
| 
| 
| 
| 
| 
| 
leer 
ts 
| 
| 
| 17.4 L670 PS st2 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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Comparable Risk Companies With M/B = 1 Adjustment: As 
described previously, the Provinces proposed to "make a rough 
adjustment for the overstatement present in these rates by de- 
termining what the return on book equity would be if the mar- 
ket value of the firm's equity equalled the book value. 

This "rough adjustment" was accomplished by solving the re- 


gression equation (33): 


EB 0022) (020439 1 OO =e eases (Eq. 34) 
B 


The Provinces conclude: 


Thus, while we believe strongly that earnings over 
book is an irrelevant method for estimating the 
cost of funds if it were to be used, it must, at 
the very least, be adjusted by the procedure we 
have just described. Doing so Changes the esti- 
mate arrived at using Dr. Quirin's Quintiles 1 

and 2 from 17.4 percent tom 4.6 percent.** 


Any reliance on this technique was flatly rejected by the 
Provinces: 
Earnings over book has no place in a modern dis- 


cussion of cost of funds, and we reject early uhm ve 
use of it as a measure of the cost of equity funds.*** 


—_—— ne es ee 


* 
ExXilb bt gAMS=17;, Gps. 1304, 
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The Commission reviewed the use of the earnings/book ra- 
tio and agreed with the Provincial qualification regarding 
eve Market—to-book ratio. As a further review, the Commis— 
sion calculated the simple average E/B ratio of the 21 compa- 
bies(see listing in Table XXXIII) from quintiles 1 and 2 which 
Hademarket/book ratios within 20 percent of 1.0. The high 
and low E/B's for this group were 26.0 percent and 8.5 per- 
Gentawith an average of 14.6 percent, providing good cor-— 
roboration for the result obtained in the Provincial anal- 


: * 
Veisi. 


CP iLimited, 1974: In cross-examination of Dr. Quirin, 


the Provinces asked if the witness could put on the record the 
earnings over book ratio for CP Limited for the same period 


(1973-74). When it was suggested to him that it would be 

** ’ 
something under 10 percent, Dr. QOuirin, agreed wenat this was 
probably correct. In their summary submission, the Provinces 


pointed out to the Commission: 


“For the 11 companies with market/book ratios within 
PGi percent of 1.0, the high and low E/B's were 22.2 and 
S25 with an average of l3.1 percent. 


kx 
Toansereots Vol." 10; 9%." 18S 7. 
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It should be noted’ in this context that CP Eta s 

return on book in 1974 was approximately 10 percent.* 

From the data contained in Schedule X it can be seen 
that the unadjusted E/B ratio for 1974 was 10.5 percent and 
for 1973 was 7.1 percent. If the adjustments for National 
Transportation Act payments were made to this data, the 
comparable ratios would be 11.0 percent for 1974 and 7.3 per- 
CenGtlor 1973. During sooth of these years, the market to 
book ratio tor Ce Uimited was well bebeow sor According to 
the argument advanced by the Provinces, this. implies that 
the E/B ratio of CP Limited understates the actual cost of 
funds rate. If we insert the 1974 cP Limited market/book 
ratio in the Provincial estimating equation (33), we obtain 


the following E/B estimate: 


> WO LOle re (0008S ax e9O4) i has (EG. 35) 
B 
The use of the CP Limited 1974 E/B ratio was rejected on 


two grounds -- one, that E/B ratios contain biases, and two, the 


1974 CP Limited results were atypical. 
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Submission of the Provinces of Alberta,«Mani#oba;.and 
Saskatchewan on capital COSES,) De 20. 
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Other Regulatory Decisions 


The fourth method advocated by the railways as a means of 
of deriving costs of common equity was a comparison "with 
rates of return on common share equity allowed by various regu- 
latory agencies in respect to utility companies under their 


* 
Wumusaleccion.” 


U.S. FCC Allowance Applied to CP Bonds: ©The railways cross- 
examined Dr. Gordon about the relationship between the market 
value to book value ratio of American Telephone & Telegraph 
Company, its relative level of riskiness and the recent Fed- 
eral Communications Commission decision (February 1976) re- 
garding the allowed rate of return for the Long Lines Divi- 
sion of AT&T. While noting that this decision was only 
directed towards some 20 percent of the consolidated entity 
of ATST., Dr. Gordon did generally agree that the FCC 
met his earlier requirement that the regulatory rate decision 
should be arrived at in a reasonable manner: 

a COm kU Len) BYE Lhe FC. Ca, Cdeese Gry torce. 

allowed -returns “appropriately equal torcostrot 

Capital? 

G6 Con, Gordon) Yes, I would say they*are*a 

pretty good regulatory agency. I am really 

fanitian withthe staff.  I<dornat keeprup 


with the changes in the Commission and T 
really cannot comment on the quality of 


ee ne ee ee ee we ere oe ele 
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EXhibit R-4, p. 44.5 


** 
Tranccrrpce,. Vole 2,7 pe. otly—o6 125. 


that Commission right now.* 


During, the course of thie Cross-éXanindgtlon, 1 ts was 
brought out that the allowed rate of return on AT&T. 
common at 12.4 percent was exactly 4.0 Percent shigher ~than 
the 8.4 percent yield on the long term bonds of AT&T. 
While suggesting that "it would seem like a large spread in 
my judgment," ~ Dr. Gordon agreed that, under certain condi- 
tions, one could use this information COV IN Fehed sinks spre= 
mium, since he "looked at the A.T.&T. bonds as pretty close 
to a risk-free rate." * Since at that time the market-to-book 
ratio of AT&T. was close to 1.0, which implied that inves- 
tors were expecting AT&T. to earn a Fate. of..retugn.on 

KKKK 

common equity equal to its cost rate, thsi ‘supported Dec 


GOrdon"s criterion that the cost of capital had been appro- 


priately determined. 


= 2D O0 = 


Earlier, Dr. Gordon had agreed that CP Limited common 
shares represented a riskier investment than did the common 
Shares of American Telephone and Telegraph Company. From 
this, the railways argued, in their Summary Submission, that 
"This implies that CP Ltd. should have a higher risk premium 


*k* 
mera ha ee eT a" 


Based on this evaluation and on the fact that CP Lim= 
ited bonds do not represent a pure risk-free investinent, the 
Commission concluded that the application of a four percent 
risk premium to the 1974 bond rate represented a reasonable 
estimate of the appropriate equity rate. The McLeod, Yond, 


Weir Index of Industrial Bonds for the end of 1974 indicated 


**K* 


that the yield on CP long-term bonds was about 10.7 percent. 
From this we calculated the estimate of 14.7 percent shown in 


Schedule IX. 


Canadian 1974 Allowed Rates: The railways submitted the 
evidence contained in the first three columns of Table XXXVII 
(following page). They noted that some agencies provided for 
a return on deferred taxes, which required an adjustment to 


tne al lowed=ratevof return? “Tn advocating. the “use vot *chis 


* 
Lois, pene. t ys 


** Summary and Final Argument of Canadian National and CP 


Povleacest of Capital Section, >. 21. 
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guideline, the railways cautioned that these six companies 
° ° ° * 
were of significantly lower risk than CP Limited. Addi- 
tionally, they pointed to the fact that the shares of Bell 
Canada were selling below book value (market-to-book ratio 
Or 10.90) 
indicating that the expected rates of return 
are below costs of capital as perceived by the 
market. It would accordingly be much safer to 


make comparisons with the provincially regu- 
lated utilities.** 


kk* 
Under cross-examination, Dr. Quirin added qualifications 


to the allowed rates for Calgary Power ("there is a signif- 
icant factor in there for working capital allowance... 

and the company does not have and has not had positive 
working capital for several years"); for Consumers’ Gas 
("it has a very large oil and gas producing subsidiary 
called Home Oil which influences presumably the price at 


whieheitasebls"); -forsUndonseGash (2at agaimshasesontgot 


At. pages 37 rand 38 tof. Exhibit: R-4);,ethe yrahlwayststate 
that; sbasedion> thesfives riskameasuresi wCraLtdimwould 
rank, about 2)lst.,;, but (that uesto fsubstantiral lpehi tical 
regulatory risk the company more appropriately belongs 
in. the second: quintiles) bnusconvarlson tho Eherlrsting 

of Schedule XIII the placement of CP Limited at 2lst 
position would rank it more risky than five of the 

six utilities. Moving CP Limited to the second quintile 
would. then rankeitwmorésriskyathamitneesixth ulbilicy: 
Trans Canada Pipelines. 


SR ite ton =4 eon. oat 
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working capital peculiarities as well but I don't think 
they, account, for, all.of it"); and; for Trans, Canada pi pe— 
lines ("but I believe at the present time Trans Canada is 
selling at a discount below book value"). The extent of 
these restrictions and interpretations led the Provinces 
to conclude in their Summary Submission that: 

Infact there are. so .many.qualificationesco tne 

comparison used by Dr. Quirin that this evidence 

hist bevgiven little or. noyweighe.- 

After correcting for the allowed return on capital rep- 
resented by deferred taxes and after allowing for the "sig- 
nificantly lower risk" of the six regulated Canadian utili- 
ties in comparison to CP Limited, the railways concluded: 

Many of these are allowed rates of return on equity 

inthe’ 14.0°= 15.0% ¢range* or *morege'Giventthengel a 

tively higher risk of CP Ltd., a rate of return in 

the 17.0 - 18.0% range seems quite reasonable.** 

The railways, quite clearly, did not advance the allowed 
rates from other jurisdictions as direct evidence of CP's 
cost of capital but did argue that it did "have evidentiary 
value as to costs determined by regulatory agencies for 
companies which are generally of signifteantly*tewer risk 


K*K* 
than ¢ps" 


* 
Submission of the Provinces of Alberta, Manitoba and 
Saskatchewan, Cost of Capital: Section}! piu2m 
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Exhibit R-30, p. 26. 


In rebuttal, the Provinces posniteds out? ithat) 4 thiwas 
only appropriate to use decisions of other regulatory 
agencies if their determinations were arrived at in a 
reasonable manner and if the company under study (such as 
CP Limited in this case) was similar to the other regulated 
industries included in the comparative sample. Further- 
mote, they argued that the ratio of market Value to book 
value of the shares of a regulated company was a good indi- 
Gator of the appropriateness of the decision of the regulatory 
agency: 

If a company is expected to earn a rate of 

remurn equal ito its: costvof capital <vet should 

have a market value equal to its book value. 

On the other hand, if. the market value is 

above, the book value, it indicates that 

investors expect the firm to earn a return 

in excess of the cost of funds.* 

The Provinces, having. qualified the circumstances in 
which the use of other regulatory decisions was appropriate, 
utilized the same data as the railways and arrived at the aver- 
age allowed equity return of 14.5 percent. When further infor- 
mation regarding the relevant actual rates of return (Column 4) 
and market-to-book ratios (Column 6) was added to the analysis, 


(Table. -XXXVIL) athe: Provinces; concluded: 


A premium of over 20 percent is strong evidence 
thaity J 4.15, percents d:s::too! highyian estimate ote the 


re es ee ee ee es ae er rt er a ee ee oe A ee me ee mee meee 


Recipes AmS—-17, "pf 26, 


~ 2ole> 


cost) of) equity capital for these? tirns..esinihaddai— 

tion, in five out of six cases, themaceuad 

return is below the allowed rate indicating that 

the allowed rate probably overestimates the inves- 

tors expectations about the real future return. 

Once again, the 14.5 percent overstates the cost 

of funds.* 

When questioned by the Commissioner, both expert wit- 
nesses agreed that the approach they had adopted did not in- 
terpret the ‘proceedings of this Commission aa 4! ocain 
transportation were an industry subject to rate of return 
regulation. In fact, both were very emphatic that the esti- 
mated cost of equity rate that they had developed was the 
correct figure regardless of whether the industry was subject 
to rate of return regulation, some other form of regulation 

aw* 
or was deregulated. In the view of the railways, however, 
this did not negate the use of approved regulatory rates of 


return as indicators of capital attraction rates that may be 


associated with the transportation of grain. 


We recognized that we were not conducting a regulatory 
Inquiry and that we were not determining an "allowed" rate 


Om return. 9 Aliso. we recognized that sole reliance on this 


Fe ea ee ae SO SIE SOO ere CIS IDUEE eco ae Saget yoni tease’ poser aptamer 


EXNi bit “AMS=L7 7 ps. age. According to the Workpapers of Dr. 
Quirin and the information on actual returns submitted by 
the Provinces in Exhibit AMS-24, Consumers Gas and Northern 
and Central Gas both earned in excess of ‘their allowed rates 
of return on common equity, so that the Provincial reference 
Should be to "four out of six cases." 
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Transcript, Vol. 35, pp. 6668-5670. 
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mechnigque- gives rise, te circularity in the decisionmaking of 
such tribunals, and that the outcome of this and the Grain 

Handling and Transportation commissions could ultimately af- 
Fect the risk and resulting cost of capital rates for trans- 


Postangsgrainaby rail. 


The Commission agreed with the railways that the deci- 
sions of other regulatory bodies were indicative but not 
conclusive of the appropriate equity funds rate to be 
estimated by this Commission. Nonetheless, we did accept 
this estimated rate of 14.5 percent as both representative and 


Supportive of the rates determined by other methods. 
Informed Judgment of Investment Dealer 


In support of their initial presentation to this Commis- 
sion, Canadian Pacific Limited and Canadian National presented 
the submission (Exhibit R-3) and testimony of Mr. James Pitblado 
onthe CostseficommonsEquity Capitals toreCanadiane Pacific Limited. 
Noel tblado's qualifications? related titey the area Of eorporate 
underwriting, including the underwriting and marketing of new 
issues of securities; for a major Canadian investment dealer. 

Me referenced on page 2, line 6, of Schedule Ix, Mr, Pitblado 
considered that an after income tax rate of return on common 
eguitynof 15<0 sto 20<0wpercent! would be required to adequately 


compensate the investor in CP Limited. 
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The approach utilized by Mr. Pitblado relied heavily 
on his subjective analysis of the required compensation 
for capital invested in railway transport facilities. To 
establish this, he examined ten-year data on dividend yield 
and growth in earnings per share for a selected group of 
successful, nonregulated companies to calculate the poten- 
tial investment returns available to common equity investors 
in the domestic Canadian capital market. To supplement this, 
he also examined rates of return granted in recent regquiiatory 
decisions, and investment returns available from alternative 
Financial instruments. From all of this he concluded: 

Based on the record of growth in consolidated 

earnings in recent years, and the current price 

of the shares of CP Limited in relation to earn- 

ings and dividends, a rate of return on common 

equity invested in rail facilities approaching 

20 percent would not appear unreasonable when the 

Substantial business and financial risks involved 

in railway operations are taken into account.* 

The Provinces did not introduce comparable evidence of 
an investment dealer, but in rebuttal contended that: 

All these reasons indicated that Mr. Pitblado's 

estimate of what stockholders might reasonably 

expect in the future is excessive.** 


The Commission, Similarly, did not: include: additional analy- 


ses by other investment dealers in its cost: determinations. 


a a a Pe ee an 
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* 

Exhibit AMS-~l7 7 DM. 138. These. reasonc refer to the inclu- 
Sion 1n the comparative earnings growth figures of inventory 
profit, inadequate depreciation in inflationary periods, ex= 


traordinary oil company profits, and rate increases allowed 
by regulatory agencies. 
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While appreciating that this evidence was Substantially 
subjective in nature, this Commission could not agree with 
the conclusions regarding risk which led to the suggested 
15.0 to 20.0 percent estimates. The evidence developed else- 
guerre by the»Commission and the parties was far more’ conclu- 


eave in this regard and pointed to a rate below this range. 
Capital Asset Pricing Model 


The introductory discussion of methodological approaches 
revealed that the Provinces' CAPM developed the following 
expression (equation (26)) to compute the cost of equity 


Papital for CP Grain: 


is = Re — ave he (RV = Re) 
where 
Re = expected return required to invest in CP Grain 
Re = expected return from risk-free assets 
Ry = expected return required to invest. in Ce Limited 
B. = pelative riskedifferentiating CP Grain from the market 
By = relative risk differentiating. CP. Limited from the marker 


* 255 = 


To develop an estimate of the cost of equity capital 


for CP Grain, the following input values were used: 


Ry = 0.13 

By = 1. LO 

Boe e0 sro 2 
J 

Re = 0.089 


This latter rate, the long-term government bond rate in 
1974, was used because: 
For the risk-free rate, the CAPM theory etatea we 
Should use the short-term government bill rate. 
However, the empirical work on CAPM rvesulLterin an 
intercept that is frequently somewhat higher than 
the short-term government bill rate.* 


Substituting these values we obtain the estimate of the cost 


CE Vequty Capital stor CP Grain: 


as = Ow O89 04 (032/71 10) (Os 18, se eet Gone cles (EQ. ay 


According to the CAPM theory, thiscis fhe cost ot 
equity Cunds. for er. Grain as calculates ape capital 


structure containing no debt. In order to account for 


* 
Exhibit Ale-17 1 pena soe 
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the risk imparted to equity due to the existence of some 


feot ine thes enterprisei, this’ figure was adjusted upward. 


Since the traditional approach and the approach of 


Modigliani and Miller, as described previously, represent 


the two extremes, the Provinces held that the M & M model 


can be applied to develop "an upper limit on the estimated 


2 2 * 
Poet equity capital for CPGrain)" 


According to the M & M model, the cost of equity 


capital can be represented by: 


where k 


cost of equity capital 

cost of equity capital for a firm financed by equity 
rate of interest on debt 

corporate tax rate 

market value of firm's debt 

market value of firm's common equity 

market value of firm's preferred stock (nore 

that’ D, E and’ P may be expressed as’ precentages 


efi the total capital structure, since (icy cre 
au sed Wh" ratios 


All of this information has been discussed previously 


except 


7 y. 


" For 1974, long-term government interest rates 


ee me a me me 
a oe ee ns ee 


* 
Epidy p. 155. 


were 8.9 percent, while long-term Provincial and industrial 
bond rates were between 9.9 and 10.2 percent: 

Given the low risk of CP Grain a borrowing rate 

closer to the government's rate would be appro- 

priate, and a rate of 9.4 seems reasonable,* 
By Substitution of this value in the above equa thon;icat sthe 
Corporate tax, rate for CP bimitedmohir: percent’, and ‘based 
on the Provinces’ imputed capital structure of 60 percent 

xx 


debt, 5S percent preferred ard 2755 percent common stocks, 


the following estimate is obtained: 


Oe Pe Oe = OG A a 0 G. 325). 6020) + “(10 T1 =" O24), een 
AEA SS phieo 
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The Provinces, in developing this cost of equity funds es- 
timate, reiterated that it represents an upper limit: i.e., it 
represents the upward adjustment of the 10.1 percent *to the 
largest degree supportable by theory (the Modigliani-Miller 
theorem on the subject) .""” This estimate was not subsequently 
used by the Provinces in their computation Sf teheircost of 
funds rate, but was used to corroborate their ultimate choice 


of 11.5 percent: 


eo as ee ee 
Epi es 


** 
It will be recalled that the remaining 7.5 percent is the 
amount of deferred taxes, 


KKK tae 
Exhibit AMS-17, p. 156. 
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tmenetore,; the 2125 percent. figure arrived at by judg- 
mental analysis in Exhibit No. AMS-2 is greater than 
the figure arrived at through the direct application 
of the best available techniques on the subject.* 


As evident” trom previous parts of this chapter, the 
railways did not utilize this approach in developing their 
cost of equity funds rate. Under cross-examination, the 
railways particularly rejected the use of this procedure 


(CAPM) when dealing with a single company: 


THE eCOMMISSLIONERS Ain 2 also Correct ~ Dime WuLurin, 
that your reluctance to use the results of the 
Capital asset pricing model increases as the 
number of companies in the portfolio you are test- 
ing decreases? 


DRs® DUTRIN«s Nels, Gir. ..k) would ‘think toet where 

we are dealing with things that have large portfolios 
pewslel would be happier’ ‘us ing Wt -thaneidowotld he with 
Single industrial companies or even single public 
utilities. ** 


Also, Dr. QUirin expressed his dissatisfaction with the 
CAPM because "it simply assumes in its form that the third 
moment or the skewedness coefficient does not matter in the 
formation of prices." ACCOrdingn torre. Os ranm,. Cad 
Cailare. means that»for a companyawhich is) lnvolwedoinigan 


unfair gamble like grain" the behaviour of the firm would 


epoear to be Contrary to one of the underlying principles of 


RT de en CS, RN OR SA 1A A OTS AE LT TT ES ED aR SOD 


* 
Poid), 


** pranscript, Vol .# 36,76 ppcwo900randangel, 


kkk 
Ibid., p. 6948. 
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the CAPM theory. The application of the model ingisuch an 


instance would tend to misstate the cost of equity rate. 


The Commission rejected this approach to the development 
of the cost of equity funds rate, based ones previously 
Gerad leq ey lelciisms: «chrat 

@ the capital structure advocated by the Provinces 

for CP Grain was inappropriate 

® evidence that the risk of CP Grain differed from 

CP Rail and CP Limited were inconclusive 
Finally, we agreed with the railways that the process of de- 
veloping market betas from earnings and physical betas was 
subject to sufficient error that it was unreliable and that 
the use of beta measurements of Systematic .isk.for.a:single 
security was also susceptible to error: 

THE COMMISSIONER: Is it true that the imperfec- 

tion, the potential error in the imperfection is 

Substantially increased when you are doing a single 

Stock beta as opposed to a portfolio analysis? 


BR WELDON sa Ves. Tt ene substantially increased.** 


* 
Ipid, pe. 6949). 
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Comparable Industry 


As detailed earlier, considerable evidence and ques- 
tioning surrounded the capital structure appropriate to this 
Inquiry. In-supporting their contentions, the Provinces 
PaeLodueced data relating to the ibook value and market value 
Papital structures, interest. coverage ratios, return, on 
capital and return on common equity of fifteen corporations 
Representing” three industry types)’ namely: Canadian utility, 
Dee eet ectric power and U.S. railroad (5 of each). They 
noted that a major cause of the capital structure differences 
was the significant difference in rates of return, i.e., higher 
debt ratios generally were associated with higher profitabil- 
ities. In their rebuttal, the railways compared the capital 
Structitre ol GP Kail with all solvent Uscs., Class71 line mieul 


; ** 
railroads. 


Solvent U.S. Railroads and U.S. Inveéstor—owned Electric 
Deities: in examining thistareal further, the Provinces intro— 
duced comparative data for all nonbankrupt Class I U.S. rail- 
roads and all investor-owned electric utility companies. As 


shown in Table XXXVIII (following page), these data showed the 


“exhibit AMS-17, pp. 109-111, reproduced as Schedule XIII. 


* 
“exhibit R30, Die 24-27% 


**exhibit AMS-25, reproduced here as Table AxxXVITT. 
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TABLE XXXVIII 


Comparative Capital Structures 
and Rates of Return for Solvent U.S. Railroads 
and All U.S. Investor-owned Electric 
UCI Itty Companies: 17 
(000,000) 


Electric. Uri teies Railroads 


—_—_—_————————— SS 


| 
Amount | Fraction | Amount | Fraction 
ie Ee i) Fea1) ae 
| | | | 
Debt 3S 56,675 9) 2 | (Seno pelee. tt e236 
Preferred | 3S Ol ei 2 | 468 | 202 
Common Equity | 38,567 *| eo0 | OES 7465 S} Poi 
BOT Ads | SL0S 3255 L400 | $25,083 | beOQ 
| | | | 
Interest on Debt iS) hae ea as hes A224] 
Prefered Dividends | 790 | | | 
Earnings on Common | 4,196 | | £4666 » | 
Earnings after | | | | 
Taxes ly a, Open bate beOSe- 
| | | | 
After Tax Return | | | | 
oni Garital | 7.562; | | A 34%) | 
| | | | 
Return on Common | | | 
| A pa ey) | eRe 27 
| | | 


1/ Based on December 31, 1973 balance sheet and 1973 income 
Statements. 


2/ Based on the assumption that the dividend on the preferred 


1 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| Equity 
| 

| 

| 

| 

| 

| 

| was 8%, 
| 
| 
| 
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return on common equity to be 4.1 and 10.9 percent respectively 
for the solvent U.S. railroads and the U.S. investor-owned 
electric utilities. From this comparison, the Provinces 
Soneluded.that the electric utilities have substantially higher 
debt ratios, after tax returns on capital and return on common 
equity. which supported their earlier conclusion that "an ap- 
propriate debt ratio increases with the company's EBIT as a 


ax 
Percent’ of tetal capital." 


Neither the railways nor the Commission altered this 
calculation. Note that this result was a by-product 
of an analysis of capital structures prepared by the Provinces 
and was not advanced by the Provinces as the appropriate rate 
off return on)common, equity for CP Grain. However, the data 
were available as part of the Provincial presentation and for 
the sake of dissemination of information it has been included 


in this phase of the Commission's analysis. 


Six sCanadian Utilities, M/B = 1.2162 in E/P Reqression: | in 
examining the rates of return earned by the six Canadian compa- 


K*K* 
fees) under regulatory control as referenced, by the railways, 


* 

Meranceriot, Vol. 32, Pp. 6028. 
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the Commission was interested to note the effect of adjusting 
the earnings/price ratio for differences in market-to-book 
ratios. As stated earlier, the Provinces noted that the ratio 
of market-to-book, in 1974, for the six firms listed in Exhib- 
it R-4, waS 1.2162 and concluded that this was strong” evi-— 
dence that the average allowed equity return under regulation 
was too high as an estimate of the cost of equity capital for 


these firms. 


To perform this adjustment, the Commission began with the 
relationship (equation (28)) between the earnings/price ratio 
of the market value of the company's equity to 1ts book value, 
as developed by the Provinces’ for all companies in quintiles 
1 and 2 (all six regulated companies were included in this 
group). By substituting the market-to-book Vabue of 1% 2367 in 
this eguation, the Commission computed the adjusted earnings/ 
price ratio of 13.4 percent for these six companies: and 1n- 
cluded this as an input to the decision regarding the appro- 


priate ‘capital funds rate for this Ingutry. 
Summary and Findings 


The Commission reviewed all of the tests proposed for esti- 


mation of an equity funds rate for CP Limited appropriate to 


* 
Exhibit AMS-17, p. 131. 
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the traffic at issue. We concluded that the information 
available from the discounted cash flow model was most appro- 
priate and the information derived from a proper examination 
of earnings/price ratios was of paramount significance 

within that, larger paradigm. For that estimation, we placed 
more confidence in longer term, averaged and trended results 
than we did in the results of a single year or changes from 
eniy ome year to the next. Also, we placed greater confi-— 
dence in results incorporating the characteristics of many 
rather than one firm. Finally, we viewed 1974 as somewhat 
atypical for CP Limited and used that interpretation to guide 


Our wonoilce of tests. 


We have concluded that the cost of common equity capital 
for CP Limited (Consolidated) was appropriate for costing the 
Pranepontation of grain by rail for this Inquiry and was most 


accurately estimated at 14.5 percent for the year 1974. 
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CHAPTER IX 
CANADIAN NATIONAL'S CAPITAL FUNDS COST 


Four general questions were raised by the Commission 
and the parties relevant to the determination of capital 
costs for Canadian National. They were: 

e What was the appropriate gross investment base 

for computation of depreciation expenses? 


e What were the appropriate depreciation rates 
for development of depreciation expenses? 


e What was the appropriate net investment base to 
utilize in the development of capital funds costs? 


e What was the appropriate cost of funds rate to 


apply to the investment base for the computation 
of capital funds costs? 


CN Gross Investment Base 


The parties generally agreed that under current cir- 
cumstances, the book values of CP Rail's fixed assets (Such 
aS roadway, stations, signals, etc.) should form the basis 
for computation of Canadian National's depreciation expenses 
for these property items. And the book values of Cana- 
dian National's movable assets (such as locomotives, cars, 
work equipment, etc.) were appropriate to determining Cana- 
dian National's depreciation expenses for these units of 
investment. The only exceptions to this general agreement 


were the values appropriate to stations on grain dependent 


— gre = 


lines, the value of track and roadway investments in grain 
dependent lines and the values of investment in some older 
box Cars principally utilized in-grainstranaper ace. 
These areas of disagreement were equally directed towards 
eCP-Rail, The core of the disagreement in these areas 
arose from the usefulness and relative ages of the particu- 
lar assets. under consideration. The Provinces argued 

that the stations were not necessary for the transporta- 
tion of statutory grain and as such should not represent 

a depreciable expense in the computation of grain costs. 
Both track and roadway investments in grain dependent 

lines and investment in older box cars were viewed, by the 
Provinces, as investments in assets which had been fully 
depreciated and contained no investment value for the cal- 
culation of depreciation expenses. A fuller discussion of 
these issues is contained in the last chapter of this Tech- 


nical Appendix. 
CN Depreciation Rates 


There was no disagreement among the parties with re- 
spect to the appropriate depreciation rates for individual 
asset groups. The depreciation rates for each asset group 
represented in the primary property accounts of the rail- 
wayS were those submitted by the railways to the Seen 


TLAansporte Commission and accepted by the CTC for costing 
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* 
purposes. The depreciation expenses used by this Commis- 
sion, the Provinces and the railways were computed by the 
application of these depreciation rates to the relevant 


gross investment base. 
CN Net Investment Base 


The same three areas of disagreement existed between 
the Provinces and the railways with respect to the appropri- 
ate net investment base as existed with réspect to the gross 
investment base, Essentially, the Provinces argued that, 
because the stations were not used or useful for the trans- 
portation.of grain,. they sheuldsnot. be. includedrin an 
appropriate investment base for the development of capital 
funds costs. In this regard, they viewed any remaining book 
value and resulting capital costs for these assets in the 
same way as the wages of firemen -- that is, as a system con- 
stant expense. The Provinces argued that the units of in- 
vestment contained in the track and roadway property accounts, 
representing assets situated on grain dependent lines, were 
Mrully depreciated" and as such their remaining net asset 
value was equal to their salvage value. In the same manner, 


the Provinces argued that the remaining investment in some 
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* . 
Implicit in the acceptance of these rates 1s the acceptance 


of estimated service life for the items of that property 
group, the estimated salvage value, and the resulting annual 


depreciation rate. 


of the older box cars used’ in’ grain ‘transportation was zeros 
Again, the railways took the opposite view to this approach 
and computed their estimated costs accordingly. As dis- 
cussed in the last chapter of this Volume, the Commission 
was in agreement with the Provincial approach for station 
investment, but disagreed with thie technique for evaluat- 


ing older assets. 
Canadian National's Capital Funds Cost 


An area of much controversy was related to the devel- 
opment of the appropriate cost of funds rate for Canadian 
National. The railways argued that the appropriate rate 
was that which was found to be applicable? for’ Cr Rall i) tHe 
railways used CP's cost of funds rate throughout, because 
of the absence of market data for CN equities and the fact 
Chatothevinterest irate! on: Cavdebil ac influenced by the Fed- 
eral government guarantee and not by the nature of CN itself. 


In effect, the CP cost rate is used aS a measure of 


the opportunity costs to society of the funds invested 
in CN.* 


Se ees RD Se aaa tne eran” Comsy seeeihwoe esa sop ee oe eS 
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United Grain Growers (UGG) largely supported the approach 
of the railways and concluded: 

men use, of. CP Rail's, costsaof capital for, CNR. is 

prescribed bylaw. JAS such siteis beyond the pur— 

Veevyor this, Commission. to use,daffering, costs of 

Capital for the two railways.* 


The UGG view was based on the long standing principle of using 


Grease tne “yardstick” for cost of capital considerations. 


The Provinces argued that the appropriate rate. was 
the government interest rate on the funded debt of Canadian 
National because: 

CNR is a Crown corporation and, for a Crown corpora- 

tion, “Bhe Cost of capital 1S the imbedded interest 

rate on its outstanding debt.** 

In summary, the railways (and United Grain Growers) 
argued for the use of opportunity costs, while the Provinces 
Cand others) contended that the costs should be related to the 
source off ‘the capital funds where appropriate. “The two posi- 


flonms were dependent on differing interpretations o£ the fol- 


lowing ‘three. issues: 


@ commercial status of Canadian National 


eS ee es ee es ee ee ee es ee me er ne ee re ee ee ee ae ne ee me mee 
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@ applicability of the “yardstick  “raliway concepe 


STOPPOTLUNIty Cost. VS. uactual scone or 


Rather than dealing with each of these as a Separate dis- 
cussion, the remainder of this section will trace through 
the positions of each of the parties on these issues. It 
should be apparent to the reader which of the issues is 


being discussed. 
Provincial Submission 


The cost of funds rate for Canadian National advanced 
by the Provinces was 5.94 percent - the embedded interest 
rate for year 1974’ on the CNR debt. ‘This’ rate’-was ‘computed 


from the debt and interest charge data contained in the an- 


* 
nuelumeport»of the company to the“ CTC. .asushownsinctableusx. 


(following page). The computations on Table XXXIX involve the 


development of an adjusted average long-term debt. The ad- 
justment process began with the total end of year long-term 


debt. of 51,8947411,300 for 1973. and. $1,890,84b.900 for 1070 


—_—_— a se ee ee ee 


* 
Annual Report of the Canadian National Railways to the 
Railway Transport Committee of the Canadian Transport 
Commission and Statistics Canada, Ottawa, for the Year 
Ended December 31, 1974. 
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Table XXXIX 


IMBEDDED INTEREST RATE ON CNR DEBT - 1974 


As at December 31 in Thousands 


| 
| 
| 
| 
| 
| 
| 
| 
z| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
| y 
| | 
| 1973 | 1974 
| | 
Long term Debt | 1894 Alls | 1,890,841.8 
| | 
Less: Amounts Payable to Affiliated Company | TSeoe Pl <5 
Interest Free Government Loans | 16 ,983.8 | 16 ,983.8 
(ee ee | ae 
Long term Debt-Adjusted | 18 775,402 20 | Legs toyouleo 
_ | | 
| 
Average Long term Debt | Siv,O75 ;O20te2 
| 
Interest Paid in 1974 on this Debt | Slit 455.6 
| 
Imbedded Interest Rate 5 94% 


mm a i i a a ee a: 


Source: Exhibit AMS-1, page AMS-N8.1 


reported to the (CTC for the following categonies of debt: 


6 .Y Ognabnd (000) 


Account 
Peon.» BFS Srescription ys sae ier: te Ue Cl ee eS ole 
765 Funded Debt S p805,4298.3a 2 (Seo oe.6 
T65A Loans’ tromeGoyv'’ t®ot Canada Le .08 8:,59 7. 55 Pepe Apo oe 
769 Amounts .Payable to Affi ICO eta. eee oe gs: 
Total Long-term Debt 54, 894 Ad S Si, 890.,041.9 
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From this total, the Provinces deducted the $15,500 payable 

to the Shawinigan Falls Terminal Railway Company (equally 
owned by CN and CP) and the $16,983,762 Interest Free Advances 
to the Canadian.Government. Railways. for Working ecapi tae, 

to arrive at the adjusted long-term debt. The adjusted 

1973 and 1974 year-end amounts were then combined to develop 
the- average debt for the full year 1974. ~This-amount-vbecamne 
the denominator to the "Interest paid in 1974 on this Debt" 


siown in. Table Xxxerx. 


The amount of interest paid is $111,455,600 as shown in 
Schedule 14 of the Annual Report to the CTC, at Account 
546C. It includes the current accruals of interest on all 
classes of long-term debt whose principal is, recorded. in ac— 
counts 765, 765A, 766 and 769, and interest accruals on 
debenture~stock..-Omitted from this-definition-of-—interest 
paid is the interest on unfunded debt (Account 547C) arising 
from short term notes payable on demand, interest on deferred 
payments for public improvements and other analogous items. 
The effect of including these items in the computation would 
be to increase the embedded interest rate from 5.94 percent 


to 6.44 percent. 


In support of the 5.94 percent capital funds rate for 


Canadian National, the Provinces submitted that, unlike 4 privags 
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corporation which requires an equity portion! in its capi tad 
structure to reduce the risk and interest rate attached to 

debt, a Crown corporation enjoys debt guaranteed by the gov- 
ernment. This guarantee is without cost to the Federal govern- 
ment and removes the need for the risk-reducing equity in the 
eegpitalstructure. This means that, by recovery of the! in- 
terest on the debt capital invested in the company, the gov- 
ernment will achieve the appropriate return for the Crown 
corporation and the government will be indifferent to its 
continued operation (with respect to this decision parameter). 


It also follows that no equity is required in a Crown corporation 


During cross-examination, Dr. Gordon further elaborated 


on the Provincial position: 


(MR. PYE) I take it from your answers to date that 
you would certainly agree that there is 
a possibility that a Crown Corporation 
may have equity in its capital structure 
simply because the government decided to 
finance it with egul ty funds, jusi that 
raghiey 


(DR. GORDON) The government can borrow $1 million and 
give: iticte cthisi company and callgiy equity 
but the term is meaningless in the context 
of a government corporation. The cost of 
Capital is the rate of return the govern- 
ment requires on the funds it provides and 
what the government calls these funds may 
just reflect a fashion or abstract notion 
but it has no economic context or meaning. 


(MR. PYE) And is that rate of return measured by its 
own interest costs? 
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(DR. GORDON) The rate of return that the government 
requires is what it requires and in many 
circumstances and as I infer it) Mey hasta 
dual relationship with CN. ‘There ts capitat 
which it guarantees and which it provides at 
the interest rate at which it borrows and 
then in addition ‘to: ithat Gee comens sanmmaa” 
oem satel wlsiay 

In some instances a fund or reserve is established to 
overcome the necessity of borrowing to offset operating 
losses and: 

This equalization reserve is sometimes called equity. 

However, it need not be large in order to serve the 

intended purpose, and since the reserve is provided 

by consumers, it need not earn a return.** 

Under cross-examination, Dr. Gordon agreed that the Hy- 
dro Electric Power Commission of Ontario had such an equali- 
zation reserve to cushion differences between revenue and 
expense and that this may have been called equity capital. 

° ° KKK ° . . 

During thisrexchange, the railway representatives intro- 

duced evidence that Eldorado Nuclear Limited, a Crown cor- 

poration, had a capital structure which contained common 


Share equity representing 43 percent of the total. Canadian 


Overseas Telecommunications Corporation, a Crown corporation 


Transecnipe, Vols sal, Dp. “20Gie 
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with about two-thirds of its capital in the form of common 
shareholders’ equity and Alberta Government Telephones, a 
Provincial Crown corporation with less than 10 percent of its 
capital in shareholders' equity, were also cited as cases 


where a Crown corporations had equity capital in their overall 


Beructures. 


aie Provincial position also-noted "that tie cace ot 
donated capital provides the second situation which may 
fave rise to a notion of equity for~a Crown corporation. 
This situation arises when the corporation, for some reason, 
undertakes investments that are not expected to earn a posi- 
tive return and some authority (not necessarily the corpora- 
tion) may need to offset the operating deficit. 

This donated capital may be called common or pre- 

ferred equity for political reasons, but its zero 

or negative return should not be averaged in with 

the Other assets to arrive” dat’ the cost of capital.** 

The se or the Government's Interest cost for Ch was 
Purther supported by “refutation of the argument Chat it 
would be inefficient for the Government to earn less than 
investors would earn if the same corporation were investor- 


owned. Here the Provinces submitted: 


— me ee ee es ee er ee ee ee ee 
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If the Government were simply interested in earning 
on.the capital it invests what) private vinvestors rear, 
it would buy the securities of investor-owned "companies 
Why .establish a iCrown ycornporatron .* 


This position was carried further by reference’ tevthe. Fact thas 
some Crown corporations generate profits and others operate ae 
a loss. The important determining factor was the Government's 
perception of abhe public interest, 
However, in the absence of explicit cr Impiieic 
information. to the contrary, it would yapoear chet 
Government policy is to have the corporation operate 
atuzero profit: after covering the! Hnterestwowe eo 
debt.** 
In this regard, Dr. Gordon stated that the intent of Govern- 
ment was more clearly seen through its actions than through 
its legislation: 
I can only infer that the government had other ob- 
jectives than making a profit through the con- 
tinued operation of the Canadian National Railways, 
other objectives in the acquisition of the Canadian 
National Railways or the constituent railways and 
other objectives in continued operation. Otherwise, 


it would be a remarkable phenomenon. 


(and) 


---i1f the government's attitude towards CN was 


Exhibit AMS-l, p. 83. 
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exactly the same as the attitude of private investors 

towards CP, CN would be long gone.* 

In supporting the rate of 5.94 percent, the Provinces 
rejected the railway's proposition that Government ownership 
does not eliminate risk. Quite simply, the Provinces argued 
Sameandividuals do not recognize their pro rata sharedot 
the government's wealth or debt in estimating their private 
wealth. tErgo,; the size or nature of the Government! $s! finan-— 
cial position does not impact on the risk of a taxpayer's net 
worth. During cross-examination on this matter, Dr. Gordon 
stated: 

it. .16. completely incorrect to go. from an ~.nvestor— 

owned corporation to a government-owned corporation 

ana Sayothatiethe! same rrsk Gx 1Stszieyy 

I do not see the taxpayers of Canada perceiving 

this as a risky situation and advocating that the 

government not make the investment. They may want 


to Garhnthattextra returnt-. Ti otheyvdoyittaters ta 
fareer oti policy s** 
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“transcript, VOUNT LING pp. “2066- and@206o" 
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Finally, the Provinces recognized that it may be appro- 
priate) to. assign CP's cost of Eunds rate scouCNUwhene tence 
jective wasito avoid» coming up with cost” figureseforecn tiae 
were lower than the comparable CP figures just because of 
the special status of CN. In this case, the Provinces 


submitted: 


The obvious solution is to solely compute CPR's 
totalycost ,ofncarrying grainvahd tofhusen tiara re, 
beth, railways... CNR'’S-other costs of -carny ine 
grain may well be higher: than CPR" sy. sandetopuse 
CNR's actual costs only when they are higher than 
GPR s;Candsteocsubstituten (for) €NR" shecststiwhen 
the opposite is true, makes no sense.* 


In rebuttal, the Provinces continued this discussion: 


Among them (arguments in favor of using* CP cost 

OL capital for CN), only one has meri) and tt 

does not lead to the recommended conclusion. 

A reasonable position, and one that probably has 
Support in legislation and practice, is that where 
a Crown Corporation competes with private enter- 
prise as a consequence of public policy, the Crown 
Corporation should not enjoy competitive advan- 
tages by virtue of its status as a Crown Corpora- 
wione.assthe interest rate at’ which (a Crown Cor- 
poration's) capital was or could have been obtained... 
is substantially below the cost of capital to an 
investor-owned utility, and therefore Crown Corpo 
ration status conveys a considerable advantage in 
the lareacol costiof-caypital< “ht-ansanvectore 
owned and Crown Corporation were identical in 


ne a es ee ee 
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every other respect, there may be circumstances 
under which it would make sense to calculate capi- 
tal costs as if the Crown Corporation were inves- 
tor owned.... The important point to note is that 
the Crown Corporation is used where the ACT YL y 
is socially desirable and it would not be profice- 
able at the prices which can be charged or the 


prices that public policy considerations dictate 
Should be charged.* 


In summarizing this point, the Provinces argued: 


The use of an opportunity cost rate for CNR capi- 
tags costemay.be. justified only in. the Gontext of 4 
full opportunity cost approach to the resources em- 
proved in CNR. This requires a recognition of 
social benefits and costs. 


No such data has been adduced by CNR during 
these proceedings to enable this commission to 
properly allocate the costs attributable to the 
commercial and non-commercial benefits provided 
Ve ON Ria tas 


Therefore, even if an opportunity cost ap- 

proach were considered appropriate in arriving 

at the CNR grain costs there is no data on this 

record to implement the approach.** 

he sour ther ssuppori for theis veositi oo wthateetie, Costs 
Rew CPeGrain are its costs, and the .costs of ON Ceasneare its 
Costs, the Provinces noted that Canadian, National had pre= 


sented to the MacPherson Royal Commission on Transportation 


evidence pertaining to the identification of an appropriate 


ee ae a ee er eee 
i ee ee re 


OeyWibit AMG-17, pps 166, andi ded. 


Becurniacion of the Provinces of Alberta, Manitoba and 
Saskatchewan on Capital Costs, p. 25. 
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* 
CNR capital structure and recommended cost of funds rate. 


Quoting from that report, the Provinces note, with approval, 


the words of Hay concerning the material of Table VII: 


This approach amounts’ to “an attempt -to =place. che 
Canadian National upon a basis similar” to that *of 

a. corporation which is not owned by the Governienc, 
The fact is, however, that the Canadian National 

is owned by the Government. Whether the money in- 
vested in the CNR is raised by the railway directly 
or indirectly through the Government, the fact ws 
that the money raised is guaranteed by the Dominion 
of Canada. The cost rate applicable is therefore 
the cost rate applicable to Dominion of Canada long- 
term bonds.** 


Going back a further 10 years, to the Turgeon Royal Commission 
on Transportation, the Provinces, quoting” Erom= pager ieesol that 
report, noted that the brief presented to that Commission by 


Canadian National contains the following statement: 


In addition, as mentioned elsewhere, the Cana- 
dian National operates in the national interest 

on a basis which cannot be justified commercial- 
ivy, very extensive lines of railway’requltrea for 
strategic, colonization, agricultural and develop— 
ment reasons. 


et a i se ee eee me a ee ae ee ee ee, ee a 


* 
Ibid., ps) 22, vCeters’ to’ Table’ VIT'at ‘p. 3237 oa Volume 
Ill of the Royal Commission on Transportation, July 1962; 
also quoted in cross;yexamination' of Mr. Spicer, at Volume 
25, pp. 4862-4864 of the Transcript. 
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All emphasis in the submission of the Canadian Na- 
tional Railways is placed on achieving a comparable 
position with other Class I railroads as regards 
fixed debt. No account appears to have been taken 
of the fact that in the case of privately-owned and 
operated railways equity capital and “the cost ‘of 
servicing it plays a very important part in corpo- 
rate financing. 


Furthermore, on the basis of the above quotation it 
would appear as if the company recognized that there 
were very real differences between the aims and objec- 
tives of a Government-owned enterprise... and a 
privately-owned railway which must be operated at a 
Pryor in it) 1s? toMmsurnvinet* 


Tying this back to the present, the Provinces argue that 
as late as June 1975, the Minister of Transport was making 
simi bar pronouncements. Reftérring to Transportation Policy, 
a_ Framework for Transport in Canada, Summary Report of the 
Minteerys,oOre Transport, i June isis. = the Provinces referred 


the Commissioner to the following passage: 


Given the importance of transportation to the 
runctioning of Canaday*national instruments of 
policy are essential. Air Canada and Canadian 
National should continue as public corporations 
to allow government to ensure the provision of 
national!’ levels .offhaccessibility, equityyaservace 
and price. Government must determine the broad 
level of service. it desires, and, these corpora- 
tions must be fully responsive to Government 
Policy decisions in that respéecu.s** 


mi ee oe ee ee re er er ee eee oe 


hid, p. 23; also quoted at Transcript, Vol. 25, pp. 
4868-4870. 
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The Provinces pointed out that, while the Government of 
Canada has encouraged Canadian National to be commercially 
oriented, it nonetheless did not require Canadian National to 
earn a profit and did require Canadian National to adhere to 
certain constraints imposed by government policy. The com- 
mercial status of CN and the role of CP as a yardstick rail- 
way, the Provinces argued, was subject to a different 


interpretation: 


Statements of policy that Crown Corporations shoubd 
operate in a manner similar to investor-owned corpo- 
rations have another interpretation. The goal is 
efficiency and not profitability “What 1s). news 
sence of realized profits and the connection with 
government should not be used to manage the Corpora- 
tion without regard for costs. Rather, the operat- 
ing practices, given the constraints imposed by the 
public policy objectives, should be comparable to 
that of private enterprisés™ Tt. does mot, follow, taae 
the goal of the Government is to enjoy comparable 
profits.. If that were the goal, the Government 
would be better advised to buy shares in investor- 
owned corporations.** 


Finally, with respect to the arguments in favour of 
uSing the opportunity cost of funds to CN, the third and 


most complicated argument, the Provinces countered: 


a 


* 

Transcript, Vol. 25, p. 4861; Submission of the Provinces 
of Alberta, Manitoba and Saskatchewan on Capital Costa, 
D. 24% 
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we have heard the railway spokesmen throughout 
these proceedings tell us that 'the costs are 
Bie cost.’ « Li this as truly ithe ie poss tion 
there appears to be a glaring exception to their 
approach to the capital costs of CNR which we 
are old "are CP"s capital. costs, * 


Essentially, the Provinces argued that opportunity cost 


must be rejected because: 


(it) has not been adopted as the basis for cost 
determination in the present case. Even if op- 
portunity cost were considered an appropriate 
basis for cost determination, -- a proposition 
we Clearly do not accept --- it would be most 
unreasonable to use it for one element of cost, 
ehevappMicable rate, and use historical) cost for 
the rate base. 

t~wUne., possible formulation of an: opportunity 
cost determination of the CNR capital costs of 
Carrying grain is to determine the value of the 
CNR assets So employed in their best alternative 
Sis seen ne, Opportunity cost.» rates fore capi.tell@is 
then applied to the opportunity cost rate base, 
Waven aselikely to. include littde,(£ anything 
more than the resale value of the rolling stock 
and the scrap value of other removable assets.... 
Awseconda ‘approach’ ... "i's to” se their (CN Grain 
assets) cost at the time they were’ acquired, ... 
Combining? the-o'pportunity cost’ of the railway 's 
assets at the time it was built with the current 
Spporicunity cost rate for capital 1s a strange 
implementation; of, the. opportunity, cost concept. t? 


Citing that the measurements and implications of either 


approach were “truly formidable tasks," the Provinces 


concluded: 


ne ee ee er ee ee ee 


Menhmiee ion of the Provinces of Alberta, Manitoba and 
Saskatchewan on Capital Costs, p. 21. 
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There is no more economic rationale for assigning 
to CNR “the -CP’ ‘cost of ‘capital “tian tuner. = or 
assigning’ to ‘CP’ the CNR operating casis, * 


Canadian National Submission 


The Summary Statement of the Railways, though con- 
taining references to the CN use of the CP Rail variable 
roadway investment coefficients, nowhere makes reference to 
the use of the cost of. funds, rate, of, CB ka iWesto k- «anacaan 
National. The summary does, however, contain an extended 
discussion of the differences between CN and CP and warns 
of the dangers of, attempting to combigne,Mnpute stor orn CH 
and CP Rail or,of using CP Rall Unit cess tor mln dinete oF 


work on CN: 


The results of a railway's operations are a 
composite of thousands of decisions.... 
Taking one aspect of a decision without the 
other could produce a meaningless result. 
-- The result would be.4 cost: applicebLerto 
neither railway.*** 


. . * . . ° ° ° ° KKK 
Similarly, the Canadian National initial submission 


contained only simple factual statements concerning the use 


* 
Submission of the Provinces of Alberta, Manitoba and 
Saskatchewan on Capital Costs, p. 25. 
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of a percent rate without reference to the fact that it was 

° e . . * 

rentical toythesrate utilized by CPRail: Inetuded in this 
2 P Kk 

submission was reference to ue ‘submission of*pr. Ourrin 

en benealf of the» railways, in) which: 


the method of developing a rate of return to capital 
(2S) Miri lyodescribeds 


kKk* 

And, aS stated earlier in this Chapter, that submission 
concluded that the. rates at which CN debt "sells" were not 
representative of the "social cost" of the funds emphovyed iby. 

; i kA é 
Canadian National. However, this was the only reference to 
the rationale of using CP rates for CN. It was not until the 
representatives of the railways were themselves cross-examined 


and were cross-examining the representatives of the Provinces 


that this matter arose in greater detail. 


KKK 
Though the submission of Mr. Pitblado Gaceine tc 
deal with the cost of common equity that might be appropri- 
ate to Canadian National, under cross-examination he did 


state that's: 
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I do not see why the capital that is taken in the 
form of taxes should go into unproductive —— 
investments which are not competitive investments. 
If 20 percent is deemed to be the number that 

is competitive, then in my judgment I believe that 
the number should also be attributed to CN equity 
Gapltal.* 


For the purposes of costing grain transportation by 
rail before this Commission, the railways utilized the same 
cost *oh=funds: rate for «GN vas ro eter: 24.89%. In this 
respect, the railways adopted the approach contained in the 


Railway Act: 


Compute, the, costs. of wapiteal anal Wace oe es bi 
the costs 6f capital approved by /the’ Comnm¥ssion’as 
proper for the Canadian Pacific Railway Company.*** 


AS was brought out during the cross-examination of Mr. Spicer 
of Canadian National, the intent of this section largely 
conforms, to,.the circumstance referred »tocin, thevinitialerro— 


Vineval ssubmission: 


the framers of the legislation felt 16 important 
that Canadian Pacific's position as ‘a private. con< 
pany be fully protected and that this would be to 


i a i re ee ee ee 


* 
Rr aAnser mor Vet. 9 oe 17-29). 
kk ; 
Because of the’ adjustment to ‘the asset base mn. CN's 
Cost calculations, to a current value basis; ehe 
cost of money computations were based on a rate of 
return of 23.59 percent (Exhibit CN=2, 10. Sie 
kk ‘ 
Rai lwayehct Rea, ¢. 234, 622: Section 276, Sub- 
section 3 0b) 3 
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provide them with an adequate return on their capi- 
tal-and ensure that that was the situation with 
respect to rates or in compensating the rates for 
the services that were considered in the national 
interest.* 
During the cross-examination®o£ Dr. /Ouirin= the topre- or 
the CN cost of capital received considerably more atten- 
kk 
EON When questioned on the implications contained 
: KKK eee hac : 
imeestatements'' cited by the Provincial representatives, 
acer considerable discussion of social benefits, Dr. Ouirin 
reaffirmed his earlier position: 
Q. (MR. FORAN) sel tunderstand in your? papereyou 
say that Canadian National's cost of capital 
Should be equated to Canadian Pacific's on a 
Ssordalticost) basis? 
A. (DR. QUIRIN) Yes, Sir, because that is what that 
money costs Canadians as a whole in foregone out- 
put to be obtained by investing the money some- 
where else in projects of equivalent risk.**** 
In the rebuttal submissions of the railways, the ra- 
Picnare for using) the: CP Rall.cost of; Lunds ratesier yana— 


dian National was explored in far greater detail. In 


Daecicwbar, br rObtrin, coneluded: 


“transcript, NOW Ble eno Oo. 


** transcript, Vols l0> Dp. LOW to. 1941s 
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Including: G.D. Quirin, The Capitalerxpends turesdpeciS 
sion, Chapter 7; R.A. Musgrave, The Theory of Public Finance, 


and Professors Eckstein, Arrow, and Lynd. 


KKKK 
Means pty» VOl.rlO,- pp. 1934. 


—* 2oe 


It 1sS,evident, on consideration offthevaboyve, 
that use of CP*s=cost-otecapitaly es ieany cians 
understates the opportunity :costyotetundse=useas 1m 
CNL 


Earlier; in referring to the questionvofs whether *CNai span 
instrument ,of+public, policy, and whether! dtlisestogoperate 
on commercial,principles, Dr. Quirin noted*that the 


testimony +o£f£aMr. 13...) Spicer for<Canadian Netronaie 


appears to show that both railroads have served 

as instruments of public policy under the National 
Transportation Act and other relevant legislation. 
They continue to do so, and no distinction is made 
in the legislation. 


National Policy and National Transportation 
Policy, as reflected in legislation and in actions 
of the Federal Government, fall evenly upon the 
transport enterprises of. both CN and«C€P Rail and 
Should not have an unequal or differentiating 
effect on the cost of»moneysof CN and CP-Rails** 


k*K* 
Mr. Spicer*s testimony traced through the 60-year period 1916- 


1976 in Support of the contention: 


It is the’ position’ of Canadian) National ena 

Such a theory (if profits were the objective, 
Government would invest in private corporations 
and Government established Crown Corporations--for 
purposes of advancing certain social aspects of 
Government) is completely unfounded and is not 
based on fact and does not reflect the intent 


Se ae ne 9 SOR ae ener ee me at eee Lerep any semen eas sommes osm costes seeps 
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of Government when viewed through its legisla- 
tion or its other pronouncements and policy deci- 
Sions.* 


Referring to several passages found in the report of the 
1916 Royal Commission into transportation problems in 

Canada (Drayton-Acworth Report), the railways summarized 

the conditions and deliberations which led to the establish- 
Meie Of the CNR, directing this Commissiron"s attention 

to several pertinent recommendations of the Commission, 
which we have quoted below (page numbers are those of the 


Drayton-Acworth Report): 


We would go further and lay it down in terms in 
tne Act of Parliament creating the Board of Trust— 
ees that it was the duty of the Trustees to oper- 
ate their system as a commercial concern.... We 
believe that the obligation to work the System as 
a commercial concern in competition with a well 
established and well equipped rival will be a 
Stimulus to efficient and economical management. 
---They (the Trustees) must have discretion to say 
how far net profits are imperatively required for 
railway purposes, and how far they may be safely 
taken to) pay. a dividend on the,Share,capital.... 
(Page LXXIT) 


We recommend that the Act of Parliament provide that 
the operation of the company shall be on a commercial 
basis,condsthatethe, Trustees, makesnosgener al 7 edice 


tioh in rates. until the property earns. a reasonapdle 
here return. sy Page. LXXXIX) ** 


These were followed by further references to a statement by 


Prime Minister Sir Robert Bordon (May 15, 1918) concerning 
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the Government's policy of noninterference in the management 
of Canadian National, and statements by Sir Thomas White (the 
Minister responsible) concerning the Government's reasons 
for instituting corporate management rather than management 
by a Government Department. These were concluded with the 
assertion of the CN submission: 

Nothing has transpired since which in any way 

negates that basic and important principle 

related to the management and operation of 

the corporation. * 

Reiterating the discussion which took place when Cana- 
dian National questioned the Provincial representatives 

kk 

about the Pinancial Administration Act where it was pointed 
out that Canadian National is referenced in Schedule D to that 
Act and consequently is considered by the Government to be a 
commercial operation, Canadian National concluded: 

That the corporation has been unable to achieve 

and maintain a profit position does not in any 

way negate the underlying principle that. i4 1s 

to be profit oriented and to have operations 

carried on in a commercial way.*** 


Further, Canadian National referred to statements before the 


Parliamentary Committee (June 10, 1952). byethe GNR President, 


a a ee ee er ee ee eee ee 
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Mr. Donald Gordon, and to statements to the T9590") T1960, 1961, 
and 1964 Sessional Committees of Parliament by Mr. Gordon 
which served to support their contention that "Canadian Na- 
tional has historically recognized its role and objectives as 


rs J ° * 
being commercial in nature." 


ranapry yy the’ CN submission noted that. ltke the Pro— 
vincial submission, they found current statements of the 
Government which supported their contention of CN's commer- 
C1al status -- albeit the oppoSite contention from that of 
the Provinces. Referring to statements by the Prime Minis-— 
ter and Minister of Finance, the Canadian National submission 
cited, among others, a reference from the Federal Budget of 
May e255" 4976: 


We have been relieved of the necessity of raising 
about $300 million, since the Canadian National 


a me ee es ss 


“exhibit CN=-14,' pp. 19 ‘and 20.°” Excerpts from these quotes 
include: “we are subject to the discipline of the market 
ana to the discrpline coli trying to Geeewa Terurn on our 
capital (1961)... I have handled the railway, along with 
the management team and the board of directors, with the 
legislative” instrtiction ‘to run It as a private enterprise. 
By private enterprise I mean ... that the profit motive 
is a proper’ yardstick,” allthings considered, and we have 
fo, have regard for the dollar and think about Che return 
on investment just’ as) well” as, anyone else (1901)....the 
Catadian ‘Natvenal Railway is running Its business and 
trying to run. 4° on’ commercial principles” When there is 
any expense, which includes the question of taxation, we 
will employ exactly the same attitude as any private 
enterprise or corporation (1964) ." 


ee ee 


Railways and the Export Development Corporation 
have been authorized as commercial enterprises 
to exercise their statutory powers to borrow 
this amount in the capital markets. (emphasis 
added) * 


From all of the foregoing, CN concluded: 


It is therefore the submission of Canadian Na- 
tional before this Commission that 16, has been 
and continues to be, at all times, commercially 
oriented and its objectives are such, and it 

has been and continues to be the stated policy of 
the Government of Canada both through its legis- 
lation and policy statements made by members of 
the Government, that it be so managed. 


In. these. circumstances, it is the position 

of Canadian National that it must be treated as 
a private corporation as regards a cost of money 
rate.** 


Dr. Quirin, in Supporting these points made the statement 


that: 


Dr. Gordon infers public policy with respect to 
CN's objectives from a scrutiny of its income 
Statements. While one might choose to ignore 
officially stated policy as expressed in the 
Financial Administration Act and the Railway Act 
if there were substantial evidence that these 
expressions of policy were window-dressing, and 
that no attempt was being made to carry them out, 
this cannot, it is submitted, be inferred merely 
from an examination of income statements.... 


Our concern here is not, however, with determining 
the policies of CN but with the determination of 
its costs .of providing. certain services. such 
costs are not dependent on whether CN is intended 


a ee er eee 
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to earn a profit or whether it is intended to 

seat Some or all of its services below cost. in 

order to subsidize railroad users.* 
Following on this, Dr. Quirin undertook a fairly extensive 
discussion of the appropriateness of using opportunity costs 
in analyses such as this Inquiry -- situations in which mar- 
ket prices may not be invoked in the exchange of resources 
between Supplier and demander. In this context, Dr. Quirin 
argued that the incidence of benefits and their measurement 
were irrelevant to the determination of costs. Agreeing 
that it was important to evaluate benefits and costs (though 
categorically rejecting the Provincial Suggestion that 
it might be appropriate to deduct the value of benefits to 
society from CN's costs, when uSing the social opportunity 
cost of capital) in considering the appropriateness of 
investment decisions, Dr. Quirin emphasized that opportunity 
cost or "true social cost" was the proper measure to employ 
eouprevent “serious distortions in industrial structure and 


*K*Kx* 
inefficiencies in resource allocation." 
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With reference’ to the books andvarticles#citeampye ic 
Provinces during their cross-examination of him, in Winnipeg, 
Dr. Quirin summarized that these only fell onto one of the 
two sides of the debate which has continued for the past 
generation. Included in his recognition of those authori-— 
ties which advocated the use of the rate of interest on 
government bonds (or a lower rate) as the appropriate cost 
of funds were those referenced during his earlier cross- 
examination. These represented several variants of the same 


general approach: 


e the market tends to systematically overvalue 
present benefits and undervalue future benefits; 


e individuals may be willing to accept a lower rate 
Of neturn ifsethers are Similarly forced; 


e risk of individual government projects is washed 
out through diversification of all government pro- 
jects; 


@ public sector cost of funds is the interest cost 
of public debt; 


@ public debt is not perceived by taxpayers as a 
liability, and as no burden representsinesecost 
boy indaviduals.* 


The firsts stems’ from A<c, Pigou, Economics of Welfare, 
W.J. Baumol, Welfare Economics and the Theory of the 
State is representative of the second group; Arrow- 
Lynd (the article cited at Transcript, Vol. 10, p. 
1924) argued the Pai hea. Ae Musgrave, The Theory of 
Public Finance referred to the fourth approach; and 
Dr Gordon, Journal of Finance (1976), argued for the 


last variant. 
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Against these points, Dr. Quirin placed the works 
of Eckstein and Krutilla who recognized that government 
projects embodied risks above that reflected by the govern- 
ment bond rate; W.J. Baumol who "abandoned his collective 
choice theory and proposed the use of opportunity cost" 
ifeed “Sater'‘article; RsA. Musgrave, who recognized! the, debt 
burden arising from government investments yielding less 
than effective yields obtainable in the private sector; 
and, even Arrow-Lynd who imply that since benefits accrue 
to individuals, hot collective units, then individual bor- 
rowing rates should form the basis of evaluation. with the 
note that "this principle is not advocated solely by econo- 
masts anxious to limit ‘the growth of the publacusecter ,” 
Dr. Quirin concluded that there have been considerable 
arguments, retractions, and counter-arguments and, based 
on his evaluation: 

I do not believe there is any meritorious case 

for mejecting the oppottunity costicriteriongm 

public sector decision making or cost computations.** 

Finally, after establishing, to his satisfaction, 


that opportunity cost is the proper measure, and that CP 


es SE aE ET eS oT SOND AE CES ES ET STO TP A SD ET 


* the fact that Arrow-Lynd end up on both sides of this 
debate led Dr. Quirin to remark: "Both conclusions were 
reached, sir and they are irreconcilable. It is a very 
unsatisfactory paper in my opinion." Transcript, Vol. 10, 
Bae O25: 


* } 
Bentoit R-30, p. 50. 
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Rail isthe most logical starting) point’ to evedwacetay ae 
able alternatives, Dr. Quirin proceeded! tov analyzes teria. 
characteristics of Canadian National. Since no market 
measures of this were available, he examined the stream of 
operating income before any deductions for interest for CN 
and CP (including telecommunications operations, because of 
accounting inSeparability) and found that the coefficient 
of variation (Standard deviation/mean) for CN was approxi- 
mately: four times greater (1.01 for CN®wsi70.+235 for jer) 

for the period 1950 through 1974. Based on this! single 
measure, Dr. Quirin concluded that) CNyowds fapprox imately 
four times as risky as CP, though this difference was 
partly, attrabukable to different operating: Farios (ive. , 

CP achieved these income levels where expenses were a rela- 
tively smaller percentage of revenues; conversely, CN achieved 
these modest operating income levels on far greater revenue 


to tals). 


Lt, was) this, quantification which ied to.athe: eanlacar 
quoted passage that CN's cost of funds would likely be 


understated if the CP cost of funds rate were used. 
Commission Conclusions 


Our findings with regard to the cost of funds rate 


for Canadian National are summarized at page 100 of the Report, 


Volume I: 


eso a— 


Our objective was to identify the cost of trans— 

porting statutory grain by rail. The appropriate 

cost of funds rate, in this Commission's view, was 

a rate which fairly and adequately compensated 

investors for the risks associated with statutory 

grain transportation. The risks were inherent in 

the business and were unrelated to the ownership 

of the enterprise. 
Clearly, our view was consistent with that of the railways 
and United Grain Growers and did not differ from that enunci- 
ated by the CTC in the Reasons for Order No. R=6313% “ We) con- 
cluded that the proper approach recognized the validity of 
the opportunity cost rationale and resulted in the proper 


use of the cost of funds rate of CP Rail for Canadian Na- 


eronal. 


We have paid some considerable attention to the matter 
of government policy and the commercial status of Canadian 
National in reviewing and summarizing the arguments con- 
tained in the foregoing pages. However, we must, with due 
pegard for -all that ‘has'transpired, statevthattwereannoc 
accept this as a suitable basis on which to discharge our 
responsibilities under the “terms"of-rererence’ of etneminz 
qguiry, with respect to Canadian National. During the 
cross-examination of Dr. Quirin, the following exchange 


occurred: 
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QO. (THE COMMISSIONER) Drs«Quirin,-Tethinks youn 1ave 

said that the social benefits accrue solely, as 

near aS you can determine, to the users of the 

service directly and indirectly? 
A. (DR .WOUELRAN)» Yes, .S 154 
Or (THE COMMISSIONER) To the extent, orf Pe cine wcoscr.s 

of providing the service are greater than the 

revenues paid for the service and if we adopt 

Mr. Foran's assumption that the government has 

essentially acted in a prudent manner throughout, 

then is not the conclusion that you would reach 

that fhe: user. charge,: if, yourwidds sor whe 

government-provided service is less than the 

benefits received and the difference between the 

cost of the service and what has been returned in 

rate-making, is a government taxpayer or govern- 

ment benefit provided to the user of the service? 
A. (DR. QQUIRIN) Thank you, sir; you Have sata ie 

better than I could. That isi)my pasveran. «© 

We clearly believe that our objective was to measure 
cost. This Commission was not in a position to incorporate 
government policy into the cost calculations. We sought to 
measure the capital funds cost of Canadian National according 
to the inanimate economic forces of Supply and demand in the 
presence of risk. The source of this measurement was the 
capital markets in which these forces operated and, within 
these markets, the most comparable Specific measure of capital 
funds cost that we were able to observe was that of Canadian 


PAClEIC. fimited. Clearly, we accepted the appropriateness of 


OPpPOrLUnityocost. 


Based on the submissions and testimony before this Commissiol 


3 BNE Saeed a Pe 
Transcript, Vol. 10, pp. 1931 and 1932. 
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we-=adopted the cost of funds rate for CP Rail as the rate to 
be applied to Canadian National. In this, we rejected the 
contention of United Grain Growers that to use ay oO LNet Cost 
of capital for CN than that which we applied to CP Rail was 
beyond the scope of this Commission, The costing procedures 
laid down by the Railway Act and Cost Order, while forming 
the springboard for our analyses, were not considered by this 


Commission to be binding on our costing procedures. 


Wietlesaccepting the rate of ‘CP for ICN weipalso tre; ected 
the contention of Dr. Quirin that the rate for CN might even 
be higher than that of CP. We were only able to conclude 
that the best measure of the unobservable capital funds cost 
for Canadian National was the rate adopted for CP Rail. To 
the extent that this estimate might differ from some TRUE 
opportunity cost of funds for CN, we were unable to comment. 
By extension, we were unable to determine whether such a sup- 
eoaation might lead ‘to a slightly higher or slightly Tower 
rate. However, we have no reason to believe that the esti- 
mate provided by using the CP cost of funds rate for CN, as 
@etermined by this Inquiry, introduced any error in our 


computations. Accordingly, the results produced by applying 


meee ee ee a ee a ee ee en er ee er en eee ee 


“Exhibit HGG-o,4 op. 14 and Transcript, pp. (4903 5co 2907: 
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the weighted cost of funds rate of 20.80 percent to the ap- 
propriate net investment values for Canadian National would 
be the most appropriate measure of the opportunity cost of 


capital funds employed in the transportation of grain by CN. 


Because of the history which accompanied the formation 
of Canadian National, its subsequent recapitalizations and 
operating income levels, CN has not paid income taxes in any 
year except in the early 1950's. Accordingly, some have 
argued that it is inappropriate to include an allowance 


for an expenditure which does not happen. 


For example, speaking on behalf of the Provinces, Dr. 
Gordon under cross-examination responded: 

I would see no reason for an allowance for income 

tax.... It would be unnecessary because the govern- 

ment would be satisfied to have gotten its interest 

cost back and the payment of the tax would be imma- 

terial. (Transcript, Vol. 11, oO. 2099.5) 

While cleaving to our observations on the appropriate- 
ness of using opportunity costs (20.80 percent), we have al- 


lowed that there may be certain cases in which the use of 


11.31 percent (the CP rate without allowance for income tax) 


SL TS ee ee 


Transcript, Vol. 25, p. 4886: "MR. SPICER: wimes Ae oe 
1953, 1955 and 1956 and since then, no." 
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may seem appropriate. We have shown the effects of uSing 
this cost of funds rate as an appropriate measure of CN's 
cost under certain assumptions. As described in Volume iB ot 
the Report at pages 102 and 103, the use of this rate arises 
from the unique position of the government as debtholder, 
shareholder and tax collector for Canadian National. If CN 
recovers the cost of 11.31 percent return on net investment 
involved in grain transportation, then the government, in its 
role of debtholder and shareholder, will be no better off and 
no worse off than the debtholders and shareholders of CP Rail. 
In its role of tax collector, it would clearly be worse off, but: 

The fact that the $11.31 per $100.00 of investment 

was all paid as interest to the government and that 

the government received no monies in its role as the 

tax collector does not alter the conclusion that 

the investors in each railway have received the same 

compensation per $100.00 of funds invested.* 
For clarification, one point which remains to be explored rela- 
tivé to the use of the 11.31 percent is whether the receipt of 


the 11.31 percent return on its grain operations would place 


CN in a position where it was liable for income taxes. 


- — —— SS ee ee oe 
——__ _— _— 


“Report, Volume I, p. 103. Note that this conclusion 
Gould be altered in the face of pricing and payment 
considerations. 
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By examining the 1974 Annual Report of Canadian National 
to the CTC, we find that the total revenues were $1,584.2 mil- 
lion and total operating expenses were: rs by5 52 aSiamisl bio: 
Theeresultant net income of $31.7 mildion faihed to cover she 
accrued sinterest obligations for 974 ah isl ui anol wiomaey 
$7928) million... iFrom page 3. of —Appendbx [Pio faVo hume yuec Geen 
Report) icte.can be seen that ata capital fundsaratewof elias 
percent CNsfaibed-to cover ‘its variablescosts -by 3S3473 miluien. 
Thus, even if CN had received revenues to offset this loss, 
they still would have failed to cover their interest obliga- 
tions by $45.5 million and would not have had to pay income 
taxes. Indeed, even if CN had received revenues equal to their 
varlablescosts atsacapital funds. nmatesof 20.386 percent, they 
still would not have been able to meet their eobat interest ob- 


tigations. 


Finaliy, we have reported the effect of NElAgsingythe 
rate of 5.94 percent as the cost of funds rate for Canadian 
National. We have used this rate to reflect the Sit UGb1oOn 
under which CN was expected to recover only its embedded cost 
of debt. The difference between the costs determined Ln thls 
fashion and those estimated using 11.31 or 20.80 (depending on 


the rationale) represents the effect of a government decision, 


LI EF A OF FS A Oe eS oe eS ee ee 


* 
Both numbers include express, commercial communications 
and highway transport operations -- all part of Cana- 
dian National Railways. 
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for whatever reason, to subsidize the transportation of grain 


by Canadian National by that amount. Quoting from our Report: 


In the case of the Canadian National, the owners 
-- the Federal Government -- choose not to require 
full risk compensation. Instead they elect to 
subsidize the railway by offering capital at a 
rate below that which the enterprise's risk would 
otherwise require. This choice is largely a 
policy option, one from which the Government 

Coulda withdraw if sitsso desired).* 
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CHAPTER X 
COST OF CAPITAL FOR GOVERNMENT INVESTMENT 


By an agreement dated September 1973 between the Cana- 
dian Wheat Board, Canadian National Railway Company and 
Canadian Pacific Limited, the Wheat Board undertook to pro- 
vide to the railways 2,000 covered hopper cars of 4,550 
cubic foot capacity equipped with 100 ton trucks. These 
cars were allocated to the two railways on the basis of the 
percentage-of*the total bushels of*grain=that-edchucarnied 
in the five crop year period from the 1965-66 crop year to 
the 1970-1971 crop year. Accordingly, CN was to -réceive 926 
cars. (46.3%) ‘and CP the other 1,074 carsvtss8 s7%)'o YThrotghous 
1974, Canadian National had all 926 cars in Service, and 
handled just over 15 grain shipments per car. CP Rail had 
Sl 2,074 cars in service for most of: 1974 and handled about 


* 
lo Grain Shipments per car. 


The agreement contained provisions for reallocation of 
the cars in the event that a significant intramodal+shi£tt 


should occur over any subsequent two-year interval, as well as 


"On November 27, 1974, nine of these government hopper 
cars were totally destroyed in a train accident near 
Winnipeg. If the number of cars is weighted by the days 
of the year, the resulting average is (331-x Lf, 0 741) et 
(34) x9 1,065) = DO73. 28equlv alencurc alee 
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emergency allocations of cars, use of cars, demurrage, re- 
porting requirements, and other matters. Of significance, 
the agreement also contained a provision that ownership of 
the cars would be retained by the Canadian Wheat Board which 
would be responsible for license, sales, excise or other 
taxes and delivery costs to Winnipeg. The operating costs 
associated with these cars would be the responsibility of 
railways. The railways were to perform the maintenance and 
repair ‘of «the-cars in aceerdancewwithythe nubeoue facheecinas 
dian Transport Commission and Association of American Rail- 
roads and repair these cars at a standard that would not be 
less than that applied to other similar equipment owned and 


operated by the railways. 


In order to permit computation of car “values” for psur- 
poses of reimbursing the Board for cars totally destroyed or 
for prices to fulfill the railways' options to purchase the 
cars, the initial purchase prices were taken as $22,390 and 
S22) WO tperuears £orecCP: and: eN respectively. Depreciation 
on the cars is to be calculated on an anticipated service 


Life@otes0, yearsyand, a salvage valueiot 9nd percent of 
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* 
The Slight variance was due to a minor difference in the 
configuration of the equipment. 
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ereeoriginal™ costs ‘This resulted in an annual depreciation 


aavowance of 3.03 percent of the original esa" 


meecomputing the costs of transporting drain by rail, 
all operating costs associated with these cars were included 
with the freight car costs attributed to the railways. The 
costs associated with ownership of these cars was shown sepa- 
Parely (see Appendix O — Table III of the Report, Volume 1), 
since it was recognized by all parties that these costs were 


Costs tothe “Government and not costs to ‘the “railways: 
The Provinces argued: 


Depreciation expense and costs of capital on 
Government-owned hopper cars are not a cost to 
the railway of transporting grain, and should be 
sx ewuided, ** 


Accordingly, the Provincial “submissYons did not©inelude 


any estimates for the costs of ownership of these cars. 


This was identical to the CP depreciation rate and sal- 
vege=value but slightly higher *than GN's72.97 “percent *for 
31 years for all freight cars. This difference was not 
of Significance’ to our’ analysis.” At I5 years, “the two 
rates yield net book ratios of 45.45 and 44.55 percent 
respectively. 


** submission on Behalf of the Provinces of Alberta, Manitoba, 
anos Gaskatchewan, JUlVrl7> 1976, peels. 
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In. stheir initial submissions, the scailwayseineluded 

an allowance for depreciation and cost of capital on 

government-owned hopper cars in their total cost estimates 

without segregating the individual amounts -- though follow- 
ing references did clarify the amounts included for each 
* 

component. The cost of funds component in these calcula- 

tions was computed on the basis of the CP Rail rate of 24.89 

Pescent: 

Om (Mr. Foran) In other words, you have included the 
cost of these cars in your asset base for deprecia- 
tion and cost of capital purposes? 

Ae (Mr. Romoff) What we have done is performed a calcu- 
lation as though these cars belonged to us. The 
magnitude of cost involved, the ownership was to 
tS: Secor 

oF (Mr. Foran) Yes. And there is no.doub:. that.these 
cars are owned by the government of Canada and do 


not represent capital investment by CP Rail? 


A. (Mr. Romofft) No doubt .inethe swore. * 


In their rebuttal submissions, these costs were shown 
kx*k 
Separately as "Government of Canada Cost," though they 


were still computed “as if owned" by the railways. 


In pursuing our mandate, we determined that the defi- 


nition of costs appropriate for inclusion in our Study was 


* 
See Exhibit CN-2, p. 10 and Exhibit CP= 65D. obs 


kx 
Transcript, Vol. Apsnp. Saemandes 24s 


kkk 
see Exhibit CN=-14, p. 5 and Exhibit CP=30; 10. loko, 
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costs related directly to transportation of grain by rail 
purewoed not be restricted to costs incurred directly by, the 
railways. Accordingly, we viewed the ownership costs of 
Bhese hopper cars to be costs which would have been borne by 
the railways in the absence of this government programme and 
included these in our summary of costs described in Table 8 


(and elsewhere) of the Report, Volume I. 


These ownership costs were the costs of depreciation 
and capital funds identifiable with the Wheat Board hopper 
cars. With respect to the depreciation costs, these were 
calculated in a straightforward manner as 3.03 percent of 
the initial gross investment. Note that this cost is inde- 
pendent of whether the cars are one, two, three, or ten 
vears Old. The gross investment uséd for this calculation 


* 
was: 


(925 x S22, 710). + (1,074 x 9225390) = 945,076,020 


and the depreciation charge was $45,076,320 x .030 = $1,365,812. 


“For this calculation, we did not use the weighted average 
ST 1073.2 Cars. for.CP Rail noted earlier. “sive setiect lon 
depreciation cost would have been to decrease that cost 
by $543. Similarly, for capital funds costs, the refine- 
ment was not included. 
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With respect to the cost of funds component, there 
were two issues: the appropriate rate to be applied, and 
the appropriate base on which to apply pee With respect 
to the latter, the question was whether to use the actual 
undepreciated book value, each railway's system average 
freight car net-to-gross ratio applied edainc etn oToee 
investment in the car, or a constructed net book value 
based on a “mature” asset base. The first of these alter— 
natives would have resulted in a net asset base equal to 
about 95 percent of the gross investment (about $43 million). 
The following year, if the costs were to be recomputed, the 
net asset base would decline, by the amount of that year's 
depreciation expense. We chose not to utilize this approach 
since it would not reflect true long run costs, but would be 


the result of recent experience only. 


The second of the three alternatives was utilized by 
the railways which applied the SyStem average net-to-gross 
ratio for all equipment recorded in their property account 
number 53 -- separately for each railway. That is, CP applica 


their neét-to-gross ratio of .493 to their allocerion of tne 


a i Pa a Ee 


* 
The 1Sstie,of Currentivalue. was involved here, also, since 
the cars were at least one year old, and a few were two 
accounting years old. We will not address that issue 
here but refer the reader to Chapter Iliver tiais. Volume. 


kk 
pee Transcript, Vole Diet 535. 
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gross investment to develop a net investment and then used 
this to develop the capital funds cost. CN likewise applied 
eheir freight car net-to-gross ratio, about 58 percent, co 
their portion of the gross investment ($21 million). We chose 
mot’ to utilize this approach since the particular cost should 
be independent of the two railways and uniform for both. We 
adopted the third approach and constructed an appropriate net- 
me-gboss ‘ratio which would refléct the position of a mature 
account (i.e., one in which there were continual retirements 
and replacements). This was accomplished by deducting one- 
half of the amount of depreciation that would accrue over a 
unit's life from the gross investment, based on the annual 


depreciation rate of 3.03 percent over 30 years: 
ee (0. oy = Sa eo OL US (90 re ea 


To develop the net investment base against which to apply 
the cost of funds rate, we multiplied this net-to-gross 


ratio against the gross investment: 
0.5455 x $45,076,320 = $24,599,433 


The choice of appropriate cost -of funds rate reflected 


the same alternatives described in the previous section: 
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e embedded cost of funds rate for government funds 
applicable to the funds used for the purchase of 
the assets; 


e cost of funds rate .<for CP. Real without allowance 
for income tax; 


e cost of funds rate for CP Rail with, allowance, ta. 
income tax. 
Since these cars were purchased in 1973-1974, the embedded 
interest rate for government funds for that period was 
set at 8.90 percent, @quivalent te the 14te on Jorno-cermn 
government bonds for 1974. “The other two. rates s1.c. 
percent and 20.80 percent, were those developed earlier for 


CP Limited: 


For the same reasons established in the previous chapter, 
we chose to utilize the rate of 11.31 percent -- the commercial 
rate excluding income taxes, as appropriate for determining 
the capital funds cost incurred by the government. Total 
costs of ownership of the government hopper cars, therefore, 
was $4,146,843; of this amount, $1,365,812 was the deprecia- 


A Ce 
tion expense, and $2,781,031 was the cost of funds Component. 


* 

Appendix 0, Table III clearly shows this development. How- 
ever, Table P, at Federal Government did not include the 
depreciation component. Instead of the $3.4 mirtlion 
reported there (and subsequently), the number should have 
been $4.8 million and the total $235.8 million under "The 
Commission" column. None of the conclusions of the report 
are changed. The changes would flow through tio. the text at 
pages 205 to Zia. 
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CHAPTERSX1 
GROUP AVERAGE DEPRECIATION AND NET INVESTMENT 


Costsmwhichtaré “speciifle te: aétypel’ofrequipment, qroup 
Ge assets, geographical area, class ‘of traffic or type 
of train movement are generally more desirable than those 
derived from broader averages. In the logical extension 
Gosenis s—precept, the ideal state would derive from “the 
identification of all costs with specific traffic movements 
such that no coSts were allocated or prorated. Though desir-— 
able, this is unattainable. However, the costing process 
generally should move toward the development of more specific 


* 
Gostis "rather than less specific costs. 


The Railway Transport Committee recognized that specific 
costs were generally desirable and embodied this in its Cost 


Order: 


Whenever specific costs are known or can be readily 
determined from company records Such costs shail 
be used in lieu of averaged *on altocated costs ut 


As noted at page 31 of Volume I of our Report, we adopted 


the adyisabilitydofeusing sspectficecosts whenever available 


ies ae ne ee ee en a ee ee ee ee ee mR, me 


* e ° ° 
Under certain circumstances the use of less specific costs 
may be more desirable and, indeed, more accurate than the 
use of more specific costs. 


** Reasons for Order No. R-6313 Concerning Costs Regulations, 


De 437. 
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and appropriate and we utilized many of the specific 


costs developed by the railways and the Provinces. 


The use of specific costs arose as an tissue in tre 
examination of capital costs because of the relative age of 
many identifiable assets utilized in the Lranspoertaticn. ctf 
gtfain by rail. «In the submissions Gereae railways, this was 
not an issue because their treatment of the affected assets 
conformed to the group depreciation procedures approved by 
the CTC, i.e., they used an accepted accounting practice, 
The submissions of the Provinces, in contrast, treated the 
cars used for grain transportation as being distinct from 
other railway cars and the Prairie branch line network as be- 
ing distinct from the main line networe end other branch 
limes. .Thestlogic forthe Separations and the impact on ex- 
pected depreciation and capital costs was that the speci Eile 
grain-related assets were: 

@ older than the average assets of the group, 

and 

® in many cases had actually exceeded their 

expected service lives. 
The implication of the first condition was that the net 


investment base of the particular assets used in grain 
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transportation would be substantially less, on average, than 
the net investment base of all assets in the group eeTruiss 

the use of the group net investment base resulted in higher 
capital funds costs than would be derived on a Specific basis. 
The second condition suggested that the particular assets were 
purty cepreciated./ Hence, ‘onvatspecifie wasis;nthere would be 
a zero depreciation expense allocated to the traffic utilizing 
theses assets anda’ capital funds cost based on the serap value 


of the assets. 
Group Depreciation Methodology 


ine Ordeéreto appreciate’ fulivyethersnature of ithisitcon= 
troversy, we will present here a simplified discussion of 
the principles and implications of group depreciation. Recall 
that in the normal accounting approach to assets, when costed 


on an individual basis, the following steps are performed: 


1. The initial purchase price of the asset is recorded 
inowhe plant account. 


24 Smachiveareaviportion®ot thatepurchaseicosteis 
chafgedVagainst income} T.e.,"the "depreciation 
expense (the proper amount of depreciation is 
determined by dividing the depreciable base [i.e., 
original cost less estimated salvage value] by 
the number of years of expected service life or 
by some other process which allocates the depre- 
ciable base over the expected service life). 
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3. The net investment value of the asset is determined 
by deducting all depreciation of previous years onc 
the current year (i.e., the accumulated deprecia- 
tion charged against income) from the original as- 


Sore (close. 


45 When an asset is fretaredsinomesccryvicep ene 
original cost of the asset is deducted, from the 
plant account and the accumulated depreciation 
account by the amounteof (the original cost leas 
the net salvage value: of thesasset. (netio£ 
recovery and removal costs) .* 


Under straightline depreciation the annual depreciation 


cost of an asset will be uniform over its useful service life. 


At a constant capital funds rate, the capital funds cost will 


continuously decline as the remaining undepreciated value of 


Che assetl falls. (agess 


nettasseti value). yodt theyassatesur— 


vives for exactly the number of years included in the depreci- 


able life computation, 


then the net investment base of the fi- 


nal year will be the final year value and the depreciation 


cost sins the finad year 
the asset continues to 
preciation charge will 
depreciated." Ins such 
equal to the estimated 


clation charge becomes 


willbe’ thes samesassiiniother! years. wre 
live past that time, however, the de- 
disappear as the asset becomes “ta aby. 
cases, the net investment base becomes 
Salvage value of the asset. The depre- 


zero and the capital funds cost becomes 


equal to the capital funds rate times the Salvage value. 


RL A A TT CE “ocala SR A <abmR ND cies soaiagl ig’ Lose eae 


The net Salvage is also added back to the cash account, 
but this is unimportant for the purposes Of “einis discussion. 


GON Garo 


Loy thesaccounting .sense, this essentially would be a 
"free" asset. It was this relationship between expected 
service life and actual service life which led the Provinces 
to exclude the depreciation costs associated with older GBain 
cars and the roadway property on the grain dependent Prairie 


mranch lines. 


In actual fact, when an asset is removed from service 
(either retired or destroyed) the service life and hence 
the accumulated depreciation on the specific asset will likely 
have been either greater or lesser than that anticipated when 
the original cost of the asset was entered in the asset ac- 
counts. When net salvage value is greater than the remaining 
residual book value of the asset at retirement, then the firm 
will realize a gain on the disposal of the asset. Conversely, 
when the net salvage value of an asset is less than the book 
value of the asset, then the firm will realize a loss on the 
Gaspascal of + thesasset. ,lnseilther.case athe acoumul abeg.depre— 
Glation-account for thatssingle asset, aften retirement, swill 
Mea Zero...In. the caseof.a single.asset, any gains orl oss on 


disposal is recorded as other income or expense on the income 


statement. 


me ee ee ee ee eee ee 
me ee ee ee ee 


a the economic sense, the opportunity cost of capital of this 
asset would be equal to the discounted cash flow of the fu- 
ture stream of earnings that would result from the asset. 


a a 


By contrast, when group depreciation methods are utilized, 
such g@dins or losses are never recorded, “Under the group aa 
preciation procedure, the initial purchase price is recorded 
im dad *plant account, as before, but 1S GyYouped wrth orice, 
assets which perform comparable functions or have similar 
general and life cycle characteristics. The expected service 
life of every asset in the group is taken as the average of 
all of the assets in the group. Where these averages differ 
for specific classes of assets (e.g. hopper cars vs. tank 
Cars) within the Group, then the overs) / group average ex- 
pected service life is frequently computed as the we ighted- 
average of all of the elements of the group. A depreciation 
rate is calculated on the basis of the rate derived by divid- 
ing the depreciable base (i.e., 100 percent minus the esti-— 
mated salvage value percentage) by the average expected ser- 


vice life of all assets in the group. 


Under the group depreciation method; when an asset 1s re- 
tired, (whether at the avetaje, “early, Or. late life of the 


group), the retirement is still calculated as if the asset 


—_— a ee ss ss 
a ee 


* 
Weighted by original cost. 
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had reached the calculated expected service life and the 
entire original cost of that item (less net realized sal- 
vage) is deducted from the accumulated depreciation account. 
This is true regardless of the amount of depreciation 
credited to that reserve on behalf of the particular asset. 
As long as an asset continues to live, even though its life 
may have exceeded the expected service life of the group, 
depreciation expense continues to be accumulated until the 
Pyoneiese retired. At that time, it is removed from the <qroup 
as if it were being retired at exactly the group's average 
expected service life age. Accordingly, group depreciation 
does not recognize gains or losses on the sale or removal 

of any one asset within the group. Rather, the size and 
composition of the group is expected: to generate a neutral 
position, with gains and losses, on average, cancelling each 


* 
GtLnrer. 


Due to the discussion generated by thisstopic, scp Rai), 
inethnear rebuttal submission, included an explanatory Ladle 
Ofethe process of group»depreciation fon assingleshypothet-— 
ical group with no additions, followed through to the expira- 
tion of the last unit. Since this serves to explain the inner 

For a fuller treatment of this topic, see Public Utility 


Accounting: Theory and Application, ~Ssuelflow7;5d.857, MSU 
Publacsutilities Studies, Michigan State Univerciury, 175, 


='so2> 


workings of the group depreciation system, we have repro- 


duced it here as Schedule XIV. The table ‘is sconmstructed@ icon 


the following assumptions: 
e 1900 freight cars with an original cost of $20,000 
each 


e 2203 tedepreciation rate forua 30 year expected ser- 
vice life and a 9% salvage value 


e retirements arbitrarily constructed to yield 30 

year average and assumed to take place at year 

end. 
The depreciation reserve does not reduce to zero at the end 
because of rounding -- i.e., 91 percent over 30 years yields 
an actual depreciation rate of 350333333 Se. 6s lappescerc- 
This rounding also accounts for "the anomalous -increase in 
the net-to-gross ratio in the latter years. In actual 
practice, (these minor distortions have no significant effect 


* 
on the reserve." 


Provincial Analysis 


The Provincial submission attempted to utilize specific 
depreciation and capital costs for substantially grain- 


related branch lines and grain cars. For the branch 


* 
Exhibit CP-39, p. 8-R-15. 


=.3382-= 


lines, the Provinces used the road property value found in 

the railway subsidy applications to the C.T.C. which they alleged 
was, aS a practical matter, salvage value. The Provinces 
cuotedjawith emphasis, the ruling of the C.T.Ce. im. Order. No. 


R-6313: 


that cost of capital be calculated on 'the salvage 
value... to an amount not exceeding the net book 
investnent,~computed on the... group: plan!..or 

ethe net book, investment... reflecting: the, specific 
aging characteristics of the road property ie 


Grain Dependent Lines 


In their cost calculations, the Provinces included a 
cost. of funds: component resulting. from the multiplication 
Guecne cost of funds rate times the. salvage value of the 
branch Lines... For both railways, however, the Provinces 
computed the depreciation for road property of lines 
substantially related to statutory grain in 1974, as zero, 


with the accompanying footnote: 


Lf 


= Pl lowable ‘depreciation is limited” to Gecl ine ay 
salvage value, which is generally zero, and so 
Shown oi Suosia ys appia cations. 47 


as ee ee ee ee re a ee mee ee eee 


* 
Told oe ete, 


** exhibit AMS-1, p. N10.7 and Exhibit AMS-2, p. P9.7 both 
Bonteain this “footnote too the entry “Cost of “Capiltaly, 
Road—--2/ Cost ‘of capital’ is allowed! on salvage! value.™ 


* kk 
Ibid e 
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The cross-éxamination of Provincial witnesses, a1 me Winnipes= 
revealed that, for most of the branch lines’ designated as 
substantially related to gratin, the» ctrrent’ Salvage) valine 
* 
was greater than net book value. This led to the conclu- 
sion: 
The fact that salvage values reflected by the sub- 
Sidy application were almost always greater than 
net book value is due primarily to recent increases 
in salvage prices, not to recent investment In 
braneh=line assets...%. The Provinces’ = feqlietic 
treatment of the value of the deteriorated assets 
on both branch lines contrasts sharply with the 
higher-inflated road property values developed as 


a depreciation base by CPR. for both branch-7 me 
and main-line assets.** 


Frelqntu Cars 


The Provinces found that the box cars principally used 
for handling grain were older and lower in value than the 
average for all cars, but that the procedure used for the de- 
velopment of depreciation costs for freight cars made no dis-— 
tinction for differences in age, obsolescence or original cosets 
From the data shown in Table XL (page 336) the Provinces: 

concluded that use of group plan depreciation 

tends to overstate depreciation cost applicable 


to cars actually devoted to the grain service, in- 
asmuch as the latter were typically older @ars, of 


a a ee 


* 
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** 
Exhibit AMS-17, pp. 34 and 35. 
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lower depreciable values. When depreciation is 
entirely charged out on a car-mile and Car-day 
basis in a common pool with newer, higher-value 
CAiiescaes vie Unit cost ‘coefficients so derived, 

in effect, tend to shift depreciation expenses 
Lome tie newer to the older vcars in the ¢Pect 2.2. 
Also, in contrast to the method of calculating 
depreciation, the method used here by the Prov- 
mces does not) continue to charge depreciation on 
eecaratter Its depreciable life is exceeded: 
That is, the depreciation base is the weighted 
average original cost per car, except that the 
eimginalbecost of “cars over 31 years old is dropped 
from the computation.* 


This was the basis of the computations shown in Schedule 
XVetoOreCanadian! National and Schedule XVI for CP Rail. 
Both of these schedules are reproduced from the Provincial 
submissions. As noted in the original submissions, these 
tables also reflect adjustments to the costs of funds ap- 
Pauronblesto sjrain-carrying box cars: 

to reflect the lower than average investment in 

such equipment. This adjustment is required to 

Sori with the specificity criterion... o* 
The Commission disagreed with some of the computational 
procedures represented by Schedules XV and ce = Even 


peeericorrecting for this difference, however, we shawl ile 


could not accept the procedure advocated by the Provinces. 


; ht ele eee 
Par 


*x* 
Exhibit AMS-2, pp. 70 and 71. 


ee principally, we felt that weighting by percentage of use 
should have been based on the number of miles and days 
and not the number of carloads, since the former reflected 


the weal usage pattern of the fleet. 
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Table XL 


PROVINCIAL SUMMARY OF 
SEO CARA 


| 
CNR October 1975 Inventory 
| 


ee ee 


| | 
| All | CarssCarrying | 
| Boxcars | 98% Grain Carloads | 
| | | 
Number of Cars | 45,008 | 30 fu22 | 
Age Range (Years) | 2-48 | 18-46 
Original Cost Range | | | 
High | $25,196 | $7,500 | 
Low | oaPe 1418) | 2,508 | 
| | | 
| 


ee. 


——_— 


Source: Exhibits AMS-1, p. 85 and EMS =25 0 oe lO 


| 
| 
| | 
| All | Cars Carrying | 
| Boxcars | 98% Grain Carloads | 
| | | 
Number of Cars | 42,163 | 28,695 | 
Age Range (Years) | 0-63 | 13-45 | 
Original Cost Range | | | 
High | 27,496 | 9822 | 
Low | 930 | 3 paGa | 
hl | | 
| 
| 
| 
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The approach adopted by the Provinces for fretohnt “cars can 
be seen through reference to the Group Depreciation Specimen 
Calculation (Schedule XIV). Under the Provincial approach 
everything up to year 30 on Schedule XIV would remain unchanged. 
However, from year 31 Onwards, the end of year book value 


(column 6) would be zero, the depreciation accrual (column uA) 


- 336 - 


and year end reserve (column 19) would be zero, the year end 
net book value (column 11) would be zero and the net-—to-—gross 
Facto, Gf necessity; would be zero: “Such an approach: sits 
Glearly asymmetrical. While recognizing that some assets live 
longer than the average expected service life and taking 
eorventage of the opportunity to derive further service bene— 
Peeerrom those Units, the approach ignores the fact that 

some units (in the case of Schedule XIV, 380 of them) were 
actually retired before attaining the end of the estimated 30 
year life. But clearly, these units affected the average ex- 
pected service life just as the ones that lived beyond their 
expected limit. To arbitrarily draw a line after the 30th 
ey 2S Just that -- arbitrary... Thovlgheitymay appear (66 won] 
form to the approacn of individual assets, it ignores the 
Perncioles of group depreciation. Ji ali oF the sho. jcars were 
eosted specifically, such a procedure would be unnecessary, 
mince the depreciation and capitel funds costs would auro- 
Matroally adisappear-after the age of the car excecde (its 
Sxpected service life. To impose this effect onto (the system 


of group depreciation is unjustifiable. 


-. 337 - 


Commission Conclusions 


* 
AS noted in Volume I of the Report, we dicaqres worn 


the approach advocated by the Provinces and others. The 
appropriate depreciation charge for wmost=acescteuon. thesdcug 
dependent branch lines was not zero, and the depreciation charge 
on older grain box cars, as detailed above, wae now zero. 

With respect to specific asset valuation and group deprecia- 


tion, we reached the following conclusions: 


e some assets on the grain dependent lines were 
not required for grain transportaciton or were 
not used and useful; 


@e inert assets should be removed from the railway 
Ga 5e6 CO -aCcoun te: 


® assets required for nongrain. transportation 
Should be isolated and charged to the appro- 
priate traffic; 


@e average life expectancy of assets on the grain 
dependent lines was greater than that of the 
Same assets elsewhere in the railway system; 


e the application of the railways' system average 
depreciation rates to the gross investment on 
the grain dependent lines overstated the depre- 
ciation expense that should properly be charged 
to these assets; 


@e because the expired life of many of the assets 
on grain dependent lines was greater than 
that represented by the System average net-to- 
gross ratios, the application of the system 


* 
Reporey Volume: I, mel tioe 


kk 
Including the National Farmers' Union and the Branch 
bines Association of Manitoba; -see: Transcrapt). Vol, 4, 
Pps .6)5-67/75. 
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average net-to-gross ratios to the gross invest— 
ment in these assets resulted in an overstatement 
CL the net investment and resulting: capi tal 

Punds “cost attributed’ to these lines: 


e separate asset groups and depreciation rates 
Should be created for the grain dependent lines; 


@e given the current state of the group deprecia- 
tion method used by the railways, the depre- 
ciation expense and net asset base attributed 
to freight cars in the railway costing proce- 
dures were appropriate and; 


e the creation of more refined asset groups 
which more closely reflect type and use 
Sharacteristics would lead to more accurate 
cost) findings. 


= 350. 
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Schedule I 
Page 1 of 2 
COMMISSION OF THE COSTS OF TRANSPORTING GRAIN BY RAIL 


LIST OF SPONSORS 


| 
| 
| 
| | | 
| 
| 
| 


Representing | Document | Sponsor (s) 


CP Rail Initial Subimission to eM. Romoff, 
the Commission (Cr -l assisted by J.f. Kelsall, 
to CP-y) F. wallace, R.O. Martinelli, 
R.J. Shepp, J. Fox and 
Tone pe: 
CP kail Rebuttal Submission H.M. komoff, assisted 


to the Commission 
(CP-39). 


by R.M. Shepp, J. Fox, 

J.&. Kelsall, F. Wallace, 

T. Phillips, R.O. Martinelii, 
and. Wve Te Ciougn. 


Initial Submission to 


the Commission 
(CN-L & CN-2) 


Canadian National 
Railways 


k.G. Pringle, assisted by 
J.A. Maylor, D.G. Wooden, 
V.H. Alalouf, R.B. Boyd, 

G. Newlove, A.R. MacDonald, 
A. Rossi, J.L. Pasemko, 

A. Stepnen and M.E. Kaufiian. 


Rebuttal Submission to 
the Commission (CN-14) 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

G. Pringle, assisted by | 

Railways H. Spicer, D.G. wooden, | 
-H. Alalouf, A. Boggs, | 

B. Boyd, M.E. Kaufman, | 

R. MacDonald, J.A. Maylor, | 

L. Pasemko and F. Steeves. | 

| 
Northern Alberta | 
Railways | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Initial Submission to 
the Commission (NAR-1) 


k.G. Pringle 


Initial Subinission to 
the Commission; 
Volume I-CN (AMS-1) 
Volume II-CP (AMS-2) 
and Volume III-NAR 
(AMS-3) . 


Provinces of 
Alberta, Manitova 
and Saskatchewan 


Robert L. Banks, George H. 
Borts, George B. Dutton, Jr., 
Myron J. Gordon, W. Gifford 
Moore and Thomas mM. O'Conner. 


Rebuttal Submission to 
the Commission (AMS-17) 


Provinces of 
Alberta, Manitoba 
and Saskatchewan 


kobert L. Banks, George i. 
Borts, George B. Dutton, Jr., 
Myron J. Goruon, W. Giftord 
Moore and Thomas M. O'Conner. 


CP Rail and Summary Statement of W.B. Saunders 
Canadian National the Railways-Initial 
Railways Submission (R-1) 
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| 
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COMMISSION OF THE COSTS OF TRANSPORTING GRAIN BY RAIL, 


Soe 


LIST OF SPONSORS (Continued) 


ay PES a aS |e 
Representing | Document | Sponsor (s) 
| | 
Memorandum of T.b. Heaver 
Constant Costs (R-2). 


CP Rail and Canadian 
National Railways 


CP Rail and Canadian 
National Railways 


Memorandum on Cost of 
Common Equity Capital 
to Canadian Pacific 
Ltd. (R-3). 


J.B. Pitblado 


CP Rail and Canadian 
National Railways 


Memorandum on Capital 
Costs (R-4). 


G. David Quirin 


CP Rail and Canadian 
National Railways 


Summary Statement of 
the Railways: kebutta 
Submission (R-29). 


W.B. Saunders 


CP Rail and Canadian 
National Railways 


Rebuttal Memorandum 
on Capital Costs 
(R-30). 


G. David Quirin 


the Commission (NFU-1) 


Rebuttal Submission to | Alfred Moore 


the Commission (NFU-2) 


National Farmers Union 


Initial Submission to 
the Commission (WP-1) 


Alberta Wheat Pool, 
Manitoba Pool flevators 
and Saskatchewan Wheat 
Pool 


K.J. Cooksley 


K.J. Cooksley, A.D. McLeod 
and M.J. Cormack 


Rebuttal Submission to 
the Commission (WP-3) 


Alberta Wheat Pool, 
Manitoba Pool Elevators 
and Saskatchewan wheat 
Pool 


Submission to the P. Earl 


Commission (UGG-2) 


United Grain Growers 


Submission to the D.E. Campbell 


Commission (PWGA-1) 


Palliser Wheat Growers 


Submission to the L.G. Benjamin 


L.G. Benjamin, M.P. : . a. 
Commission (LG5-1) 


Regina - Lake Centre 
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COMMISSION ON THE COSTS OF TRANSPORTING GRAIN BY RAIL 


LIST OF SPOKESMEN 


Spokesman Representing 


Reb. Banks Provinces of Alberta, Manitoba 
and Saskatchewan 


D.E. Campbell Palliser Wheat Growers Association 
K.J. Cooksley Alberta Wheat Pool 

M.J. Cormack Manitoba Pool Elevators 

D.A. Dever Canadian Grains Council 

Jie.Ge Deale Manitoba Branch Lines Association 
P.D. Bard United Grain Growers Ltd. 

dig Be OCan Provinces of Alberta, Manitoba 


and Saskatchewan 


W. Hamilton Canadian Federation of Agriculture 
T.Gs. Kerr Agriculture Canada 

J.K. Knox CP Rail 

A.D. McLeod Saskatchewan Wheat Pool 


A. Moore National Farmers Union 

HodseGs. Pye, Q.¢. Canadian National Railways 
and 

Northern Alberta Railways 


Rayner Canadian Grain Commission 


Rothstein Provinces of Alberta, Manitoba 
and Saskatchewan 


Saunders CP Rail, Canadian National 
Railways and Northern Alberta 


Railways 


Canadian Transport Commission 


Exhibit 
Number 
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AMS-2 


AmMS-3 


AMS-A 
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Schedule III 


LIST OF EXHIBITS 
Commission on the Costs of Transporting Grain by Rail 


Title and 
Description 


| 

| 

| 

ul 

| 
Submission by Alberta, | 
Manitoba & Saskatchewan | 
to the Commission on | 
the Costs of Transport- | 
ing Grain by Rail, | 
Volume 1 - CNR 1974 | 
| 

| 

Submission by Alberta, | 
Manitoba & Saskatchewan | 
to the Commission on | 
the Costs of Transport- | 
ing Grain by Rail, | 
Volume II - CP Rail 1974| 


Submission py Alberta, 
Manitoba & Saskatchewan 


| 
| 
| 
| 
| 
| 
Errata —- Submission of | 
Alberta, Manitoba and | 
Saskatchewan to the | 
Commission on the Costs | 
of Transporting Grain | 
by Rail; Volume I - CNR, | 
1974+ \VoLume ill — CP | 
Rail, 1974; Volume III | 
— NAR 1974 : 
Revisions - Submission | 
of Alberta, Manitoba | 
and Saskatchewan to | 
the Commission on the | 
Costs of Transporting | 
Grain by Rail - Volume | 
I - CNR 1974 | 
| 

| 


Revisions - Submission 
of Alberta, Manitoba 

and Saskatchewan to the | 
Commission on the Costs | 
of Transporting Grain | 
by Rail, Volume II - CPRI 
1974 , 
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Z | 
| | | 
| Number | Hearing | 

Author | of Pages | Submitted | 

| | | 

| | | 

Robert L. Banks | 105 plus | WPG | 
and Associates | Exhibits & | | 
on benalf of | Appendices | | 
the Provinces | | | 
of Alberta, | | | 
Manitoba and | | | 
Saskatchewan | | | 
| | | 

} 91 plus | WPG | 

| Exhibits & | | 

| Appendices | | 

| | | 

| | | 

| | | 

| | | 

| | | 

i 2 plus | WPG | 

| Exhibits & | | 

sa | 

| 4 | WPG | 

| | | 

| | | 

| | | 

| | | 

| | | 

| | | 

| | | 

| | | 

| | | 

| 20 | WPG | 

| | | 

| | | 

| | | 

| | | 

| | | 

| | | 

| | | 

| ig | WPG | 

| | 

| | | 

| | | 

| | | 

| | | 

| | | 

| | | 
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Page Z°Or om 
| | 
| LIST OF EXHIBITS (Continued) | 
| Commission on the Costs of Transporting Grain by Rail | 
| eeerener | 
| | | | | a 
| Exhibit | Title and | | Number Hearing 
| Number = | Description | Autnor | of Pages Submitted 

| | 


| 
: 
| | 7 | | .| 
Revisions - Submission | NPG | 
of Alberta, Manitoba and| 
Saskatchewan to the | 
Commission on the Costs | 
of Transporting Grain by| 
Kail, Volume III - NAk | 
1974 

AMS—4 Quotation from W.B. 
Saunders' statement 

to the Royal Commission 
on Transportation 
Capital structure of WPG 
CP Rail, CP Limited and 
CP other 


Entitlea "Canadian 
Pacihic Piriines. Limit= 
ed from balance sheet 
aS at December 3lst, 
1974" 


AMS-6 PG 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
AMS-7 Entitled "CP Limited | WPG 
dividend earnings, book | 
value and retention | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


growth rate, 1970-1974" 


Document entitled 
"Return on Book for 
Quintile 5 Companies" 


WPG 


AMS-9 Four columns headea, 
"company, average price, 
average book common, 


price over book" 


WPG 


"Yield of Guintile 1 
and 2 Companies" 


WPG 


"Calgary Power Ltd. 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
Lhe eh | 
| 
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| 
— LIST OF EXHIBITS (Continued) | 
Commission on the Costs of Transporting Grain by Rail | 

| 


Exhibit | Title and 


> ar | Hearing | 
Number | Description | Author | of Pages 
| 


Submitted | 


AMS-12 Paper written by Myron 
J. Gordon October 22, 
1975, revised March 25, 
1976, entitled "Com- 
parison of Historical 
Costs in General Price 
Level Adjusted Costs 
Rate Base kegulations" 


WPG 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
AMS-13 "Consequences of Dif- | WPG 
ferent Capital Struc- | 
tures for Regulated | 
and Unregulated Sub- | 
sidiaries" | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
AMS-14 | "Canada Transport WPG 
| Commission, Air Trans- 
| port Committee, cover 
| sheet and proceeding 
| held on Tuesday, 
| May 14th 1975" 
| 
AMS-15 | Statement "Comparative 
| Risk Measures for CP 
| Rail, CP Limited and 
ISGPEAI Ee 
: WPG 
| 
| 
| 
| 
| 
| 
| 
| 
| 


AMS-16 Entitled "Consequences 


of Relieving CP Limited | 


of its Grain Operations 

| 
AMS-17 Rebuttal Submission to | 
the Commission on the | 
Cost of Transporting | 
Grain by Rail on Behalf | 
of the Provinces of | 
Alberta, Manitoba, and | 
Saskatchewan : 
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| 
LIST OF EXHIBITS (Continued) | 

Commlssion on the Costs of Transporting Grain py rail | 
| 

| 


a es rn eer er 
Exnibit | Title and | | Number | tearing 

Number = | Description | Autnor | of Fages | submitted | 
| | | | | 
ete Nees ol ee. dU) gp eee ee 
5 1574 snapshot Income 2 kKegina 
Sstatenent--CP xail 


| 
| 
Statutory Grain traffic | 
| 
| 


CF kail brofit Cbijective 
from 1974 Statutory 
Grain ‘traffic 


Ams-19 Reg ina 


Trailer Train Company 
Annual Keport 1975 


kKegina 


| a 


Form 5-7 Registration 
Statement Unaer the 
Securities Act of 1933, 
Canadian Pacific 
Limited. 


Rey ina 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| New Issue $70,060,0GU Regina 
| Canadian Pacific kail- 
| way Company Collateral 
| Trust Bonds to be dated 
| Feoruary 1, 1ly7l. 

| 
AriS—23 | KeSponses to Pending 

| Matters and keconmenda- 
| tions on Research on 

| Behalf of Alberta, 

| Manitoba, and Saskatche— 
| wan. 

| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


it Regina 


AlMiS—24 systematic Risk Values 
and Measures of Return 
on Common Six Canadian 


Publre Utilities, 1974 


Orillia 


Comparative Capital 

otructures and kates 

of neturn tor Solvent 

U.S. kalilroads and U.S. 

Investor owned Electric 
| Utility Companies 


| | 
ee 


Orillia 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
| AMS-22 | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
: | 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
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re LIS? OF ExnIBITS (Continued) 
Comm1ssion on the Costs of Transporting Grain by Rail 


Exhibit 
Number 


Titles and 


| 

| Number 
Description | Author 

| 

| 


of Pages 


nearing 
Submitted 


AMS—Z6 Income after Fixed 
Charges and Taxes for 
CP Lta. and for Certain 
Companies in which CP 
Ltd. nas an Interest, 
1965-1974 

AMS-27 Correct Calculation of 
CP Return on Capital in 
1974 with Grain Traffic 
Eliminated and Certain 
Other Aajustments to 
Accounts 


Orilive 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| Mean Absolute Percent- Orillia 
| age Deviation in Earn- 
| ings from the Trend 

| Value in Earnings for 
| CP Ltd. and Certain 

| Companies in which CP 
| Lta. has an interest 

| 

| Regression of Market vs. 
| Earnings Beta 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 


Orillia 


Influence of Negative 
Earnings on Calculation 
of Growth Rate in 


a 


Earnings 


Ori lise 


Revised Calculation of Orillia 
Earnings Betas for 
Companies in 

Dr. Quirin's Appendix II 
Sample 


AMS-31 


AMS-32 excerpt from wallis and Orillia 
Roberts; Statistics: 
New Approach, The Free 
Press, Glencce 
Eidinois, . 19560, pp: 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
139-40. | 


| 

| 

| 

| 

| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
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| 
LIST OF EXHIBITS (Continued) | 

Commission on the Costs of Transporting Grain by Rail | 
| 


Exhibit Title and 


| | 

| | hearing 
iuumber | Description | Author 

| | 

| 


| | | 
| wWumber | | 
| of Pages | Submitted | 
| | | 

| | 


Actual, EStiniatea and Orillia 
kesidual Values of 
Dependent Variable 
for Cominco 
AMS-34 Freight Traffic in Orillia 
Thousands of Tons 
Carried by Canadian 
Railroads, 1950-1969 
Reconciliation of CP Orillia 
Grain with CP Corporate 
Earnings Before Fixed Orillia 
Charges and Income 
and Income Taxes of 
Solvent Class I U.S. 
Railroads (1973) 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| Orillia 
Charges and Income | 
Taxes CP Rail (1974) | 
| 
Earnings Before Fixed | Orillia 
Charges ana Incoiie | 
Taxes CP Rail Assuming | 
the Grain Loss is | 
Covered and Cost of | 
Capital of .1UA7 is | 
used in 1974 | 
| 
AMS-39 Barnings Before Fixed | Orillia 
Charges & Income Taxes | 
for CP Rail Assuming | 
Grain Loss is Covered | 
as Calculated by CP | 
| Rail in Exhibit COP 45 | 
| 
AMS-4U | Summary of AMS Exhibits | 
| 360/937 > 380 and 239 | 
| 


| 
I ee 


| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
! | ! 
AMS-37 | Earnings Before Fixed | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | 
| | 
| | 
| | 
| | 
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ae LIST OF EXHIBITS (Continued) 
Commission on the Costs of Transporting Grain by Rail 
No ee et ee ne ee eee 
| 
Title ana 


| 
| | Number 
Number | Description | Author 
| | 
| 


of Pages 


Hearing 
submitted 


Change in Cost of iquity| 
Capital for the Regu- 
lated subsidiary in 
Appendix V of R-2-R-75 
with a Change in Its 
Capital Structure 


Orillia 


Chapter IX, The Alloca- 
tion of Joint Costs, 
From Otto Eckstein, 
Water Resources Deve- 
lopment, Cambridge, 
1901. 


Oriliva 


Detailed Statement of 
Claimed Actual Loss 
Under Section 258 of 
the Railway Act for the 
Lyleton Branch Line 
(CE) Between Souris and 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 
BLAM-1 | 
| 
| 
| 
| 
| 
Lyleton (M.U.0 - | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


BLAM Exhibits 
Introduced by 
Me. JCC. Doar. 
Manitoba Branch 
Line Associa- 


tion. 


WPG 


Meo) s)) 215 


BLAM-2 Description of trackage WPG 
and facilities of that 
portion of the Lyleton 
Subdivision between 
Waskada and Lyleton - 
Mileage 17.6 - 37.47. 
BLAM-3 Canadian comparison of WEG 
on-line and off-line 
costs, Canadian National 
it 1S 

Canadian comparison of WPG 
on-line and off-line 
costs, Canadian National 


i oe Neen ES 


BLAM-4 


CE Letter and attach- WPG 


ments, re: Applications| 
for leave to abandon | 
part of Lenore Subdivi- | 
sion, CPR 


BLAM-5 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| 

| LIST OF EXHIBITS (Continued) 

| Commission on the Costs of Transporting Grain by Rail 
| 


| | | 

| | Title and | Number Hearing 

| Number | Description | of Pages Submitted 
| | | 

| 


| 
| | | 
Letter of June 2, 1976 | 13 

Covd.K.Knox fron d.Ce | | 
Doak and 10-page attach-| 
ment. 
Letter of June Z, 1976 20 
to R.G. Pringle from 
J.C. Doak and 18-page 
attachment. 
Canadian National Rail- 28 
ways Submission —- 
Traffic & Revenue 


R.G. Pringle on 
behalf of Cana- 
dian National 
Railways. 
Curriculum vitae of tie? 
various witnesses of 
Canadian Wational. 


WPG 


| 

| 

| 

| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| Errata statement of | 
| Canadian National Rail- | 
| ways to the Commission | 
| on the cost of trans- | 
| porting grain by rail | 
| Appendix to R-l, April | 
| L976; | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 


Document entitled 
"Traffic and Revenue —- 
1974" Table of contents 


Canadian National Rail- 
ways Submission Cost 
Study 


178 plus 
attachments 


CN-2-A Document (four pages) 
PCost Study 1974 = 


Table of Contents" 


WPG 


Document entitled "Cana-—| 
| dian National Railways, | 
| Revised Rehabilitatiion | 
| Costs on Grain lines" | 


| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
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fad LIST OF EXHIBITS (Continued) 
Commission on the Costs of Transporting Grain by Rail 


Expat 
Number 


Title and | 
Description | Author 


a 
Document entitled "Cana-| 

dian National Railways 

Revisions in On-line 

Revaluation Factors" 


Number 
of Pages 


Hearing 
Submitted 


CN-2-C WPG 


CN-2=D Document entitled "Cana- 
Gian National Railways 
Revised Normalized 
Maintenance of Solely- 


Related Grain Lines" 


WPG 


Document "Canadian Na- 
tional Railways" re: 
Subsidy Applications 


WPG 


Document regarding 
speeds in various sub- 
divisions 


Document entitled "CN 
Regressions" 


"Provincial Adjustment 
of CN Regressions 
to East-West Basis" 


Document entitled 
"Provincial Adjustment 
of Railway Maintenance 
by Combining CN and CP 
for West only versus 
System CN ana System 
CP Rail" 


Document entitled 
"Canadian National 
Railways, Statement of 
Lease Revenues on sub- 
stantially grain- 
related lines" 


ee eee 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


em a a 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| Document entitled | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
| | 
| | 
| | 
: | 
| 
| | 
| 
| | 
| | 
| | 
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| LIST OF EXHIBITS (Continued) 

| Commission on the Costs of Transporting Grain by kail 
| 
| 


| | 

| Exhibit | Title and | 
| 

| 


of Pages Submitted 


| | 

| Number | Hearing 
| Wumber | Description | | 
| | 


Document "Canadian Na- 
tional Railways Capital 
Structure as at Decenber 
3p. Ia 74a" 


Excerpt from the Finan- 
Cial Administration Act 


Document entitled 
"Canadian National 
Railways - The Selec- 
tion of Substantially 
Relatea Grain Lines" 


Document entitled 
"Branch Line Rationaliza 
tion Saskatchewan Area 
buildings" (for identi- 
fication) 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| Document entitled 

| "Keplacement Cost" (for 
| identification) 

| 

| Document entitled 

| terierity .b" “trac 

| identification) 

| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


WPG 


Canadian National kRys. 
Branch-line Kehabilita- 
tion Estimate, Solely- 
Related Grain Lines, 
summary, Original 
EStimates 

CN-13 Canadian National Rys., 
Branch-line Rehabilita- 
tion Estimate, Solely- 
Related Grain Lines, 
Summary, Revised Esti- 
mates 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 2 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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ir, LIST OF EXHIBITS (Continued) 
Commission on the Costs of Transporting Grain by Rail 


CN-14A 


CN-14B 


CN-15 


CS a ie Lone Pantie Se oan pie een 


Title and 
Description 


Comparison of CN/CP 
Insurance Expenses 


Cost of Cleaning Statu- 
tory Grain Box Cars 


Rebuttal Submission of 
Canadian National Rail- 
ways to the Commission 
on the Cost of Trans- 
porting Grain by Rail 


Rebuttal Submission of 
Canadian National Rail- 
ways to the Commission 
on the Cost of Trans- 
porting Grain by Rail-- 
Corrigenda 


Rebuttal Submission of 
Canadian National Rail- 
ways to the Commission 
on the Cost of Trans- 
porting Grain by Rail-- 
Corrigenda, June 23, 
1976. 


Canadian National Rail- 
ways-—Cost of Statutory 
Grain &xcluding Owner- 
ship Costs of Govern- 
ment Hopper Cars 


Canadian National Rail- 
ways--Test of Aluminum 
Hopper Cars on 177,000 
Pound Lines. 


Miles of Solely Grain 
Related Lines--Canadian 
National Railways. 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Author 


| 


Number 
of Pages 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Hearing 
Submitted 


WEG 
WPG 


Regina 


Regina 


Regina 


Regina 


Regina 


Regina 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| 

: LIST OF EXHIBITS (Continuea) | 
| Commission on the Costs of Transporting Grain by Rail | 
| | 
| | 
| 


| Ree he iy 


Solely-Related. Branch- 
lines 1974 


| exh ioits | Title and | | Number |. Hearing 
| Number | Description | Author | of Pages | Subinittea | 
| | | 

J 
| CN-1& | Canadian National Rail- | | 2 | Regina | 
| | ways, Grain Box Car | | | | 
| | Main Shop Repair Costs. | : | | 
| | | 

| CN-19 | Reference Transcript | | 2 | Regina | 
| | Volume 22. | | | : 
| | | 

| CN-20 | Canadian National Rail- | | 38 | Regina | 
| | ways Reference Tran- | | | | 
| | script Pages 4003 and | | | | 
| | 4004. | | | | 
| | | | | | 
| CN-21 | Canadian National Rail- | | 5 | Regina | 
| | ways--Reconciliation of | | | | 
| | BLIP to 1974 Tax Roll | | | | 
| | | | | | 
| CN-22 .| Statement--Canadian | | 5 | Regina | 
| | National Railways Status| | | | 
| | of Lines Covered in | | | | 
| | Prohibition Order Num—- | | | | 
| | ber 4. | | | | 
| | | | | | 
| CPl to | Sections of CP submis- | Mr. H.M. Romoff | 210 | WEG | 
| CR9 | sion | on behalf of | | | 
| inclu- | | CP Rail | | | 
| sive | | | | | 
| | | | | | 
| CP-10 | Statement regarding | | 2 | WPG | 
| | the speeds on solely- | | | | 
| | related branch lines | | | | 
| | | | | | 
| CE-11 | Document entitled | | 2 | WPG | 
| | "Lines for which Com- | | | | 
| | pensation Claims made | | | | 
| | in 1974 not included | | | | 
| | in solely-related to | | | | 
| | grain category" | | | | 
| | | | | | 
| CP-12 | Document headed CP Rail | | 3 | WEG | 
| | | | | | 
| | | | | | 
| | | | | 


| 
| 
| 
| 
| 
| 
iz 
| 
nag 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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mand: LIST OF EXHIBITS (Continued) | 
Commission on the Costs of Transporting Grain by Rail | 
| 
| 
| 


| | | 
Exnibit | Title and | | Number | Hearing 
Number | Description | Author | of Pages | Submitted | 
| | 
CP-13 CP Rail solely-related | WEG | 
oranchlines 1974 with | 
"branch-lines 1974 pro- | 
hibition order category"| 
addea 
CP-14 Statement showing de- 
tails of taxes paid by 
CP Rail on the 
Deloraine, Arcola and 
Napinka Subdivisions 


WPG 


CP-15 Document entitled "CP 


Rail Regressions" 
CP-16 Statement entitled 
"Provincial Adjustment 
of CP Rail Regressions 
to East-West Basis" 


WPG 


CP=17 Annual Report of CP pes 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| WPG 
| Limited 1975 

| 
CP-15 | 
| of Canadian Pacific 
| Limited and Canadian 
| Pacific Investments 
| Limited 
| 
. Statement."CP Rail, CP WPG 
| Rail Car Days from the 
| sample of Direct Ship- 
| ments" 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Cray 


Document entitled 
"Example of a CP Rail 
Shipment accepted be- 
cause the first loaded 
move was within 25 miles 
from waybill order 
origins and on the same 
subdivision" 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
CP-20 | 
| 
| 
| 
| 
| 
| 
| 


| 

| | 

| | 

| | 

| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
Document showing makeup | | ! 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
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| 
| LIST OF EXHIBITS (Continued) | 
| Commission on the Costs of Transporting Grain by Rail | 
| | 
| | 


| 
[ ExXhdDae -| Title and Number 


| | 
| | 

| Number | Description | Author | of Pages 
| | 


| 

| Hearing 

| Submitted | 
| 


Document entitled 
"Example of CP Rail 
shipment accepted be- 
cause it was the first 
Station from a junc- 
tion point and within 
25 miles of the junc- 
tion point 

CP—22 Document entitled "CP 
Rail Solely-Related 
Branchlines 1974" 


WEG 


CP—23 WEG 
Pacific Limited Capital 
Structure for Canadian 

Facific Limited - Cor- 

porate at December 31, 

1974" 


Document entitled 
"Canadian Pacific Limi- 
ted -— Consolidated at 
December 13, 1974" 


WPG 


CP-24A Two-Page Document-- 
Capital Structure for 
Canadian Pacific Limited] 
--Consolidated At Decen-| 
ber 31, 1974, and Ex- | 
planatory Covering | 
Page--CP24 Revised. | 
| 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
Document "Canadian | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


CP=25 Statement "Average train| 
Size in gross ton Prai- | 
rie and Pacific regions" | 


WEG 


CP-26 bocument entitled 
"Return on net book 


investment for CP Rail" 


WPG 


CP-27 Document entitled 
"Return on net book 
investment Canadian 


poets Limited Corpo- | 


| 
| 
| 
| 
| WPG 
| 


1G 
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dd LIST OF EXHIBITS (Continued) 
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| | | 
f | Title ana | | Number Hearing 

: Description : Author | of Pages Submitted 
: | 

Two-page Document-- | 
Canadian Pacific | 
Limitea Return on Net | 
Book Investment for | 
Canadian Pacific Limited| 
-—Corporate at December | 
31, 1974, and explana- | 
tory Covering Page-- 
CP27 RKevised 


Winnipeg 


Document entitled 
"Return on net book 
investment Canadian 
Pacific Limited Consoli- 
dated" Amended CP-28 


WEG 


Errata sheet referring 
to CP-1, CP-2, CP-3, 
CP-3 

Curriculum vitae for 
various witnesses of 
Canadian Pacific 


WPG 


re 


Document entitlea "CP 
Rail-Switching Analysis, 
Grain Traffic Stuay" 


Document entitled, 
"Comparative Statement-— 
Yard Switching Minutes 
per Car Mile, Grain 
Sticyvelrariuc Versus 
All Opnen Traffic, 
Prairie and Pacific 
Regions 1974" 


WPG 


Errata Exhibit R-30 Orillia 


Document entitled WPG 
"Development of Statu- 
tory Grain Car Days" 
Document entitled "CP WPG 
RAIL - Net Investment 
Ratio" 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
5) | WPG 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
itp da alleys 
Nutnber 


CPa33 


CP-34 


GP=35 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
I 
| 
| 
| 
| 
| 
| 
| 
| 
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Title and 
Description 


Docunient entitlea "CP 
RAIL — Memorandum on 
At and East Grain" 


Document entitled "CP 

RAIL - Switching Times 
at Edmonton for N.A.R. 
Originating Traffic" 


Document entitled "CP 
RAIL -— Branchlines 
Identified by CP Rail 
as Solely Related, CP - 
4, Schedule 2, and also 
Identified by the Pro- 
vinces as Substantially 
Related, AMS 6.1, 
Volume II." 


Document entitled "CP 
RAIL - Branchlines 
Partially Identified 

by CP kKAIL as Solely 
Related, CP-4, Schedule 
2. But Fully Identi- 
fied by the Provinces 
as Substantially 
Related, AMS 6.1, 


Volume II". 


Document entitled, "CP 
RAIL — Branchlines 
Identified by the Pro- 
vinces as Substantially 
Related, AMS P.6.1, 
Volumes IT but not 
Identified by CP RAIL 
as Solely Related." 


Autnor 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
Number | Hearing 
of Pages | submitted 
| 
| 
13 | WPG 
| 
| 
| 
1 | WPG 
| 
| 
| 
| 
2 | WPG 
| 
| 
| 
| 
| 
| 
| 
| 
| 
i | WbG 
| 
| 
| 
| 
| 
| 
| 
| 
| 
1 | WPG 
| 
| 
| 
| 
| 
| 
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| 

| Lik LIST OF EXHIBITS (Continued) 

| Commission on the Costs of Transporting Grain by Rail 
| 


| Exhibit | Title and | Number | Hear ing 
: Number | Description | Author of Pages | Submittea 
| | 
i. Sacece cat "+7 sacra Gan SUL Maal eee eee 
Cr=36 Document entitled 2 WPG 
"CP RAIL - Branchlines 
Identified by CP RAIL 
as Solely kelated, CP-4 
Schedule 2, but not 
Identified by the Pro- 
vinces as Substantially 
Related." 
SP=39 Mr. H.M. Romoff, 
on behalf of 
CP Rail 


CP Rail Rebuttal Sub- 130 
mission to the Commis- 
Sion on the Costs of 
Transporting Grain by 
kail. 


Regina 


Errata--CP kail 
Rebuttal Submission 


CP-39A Reg ina 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| Regina 
Trough Trakiie Cut | 
Size Analysis for | 
Classification (1) | 
| 
CP-41 Response to Request fromi| Regina 
the Commission--signi- | 
ficance of Volume Dif- | 
ference Between 1973 | 
and 1974 | 
CP-42 Capital Employed in | Regina 
Grain by CP Rail--Year | 
1974 : 
| Regina 
| 
| 
| 
| 
| 
| 
| 
| 


CP-43 CP Rail Property Taxes 


Regina 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
CP-4U | CP Rail Results of 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| a 
Cp-44 | CP Rail Uncompensated 
| Passenger Losses-- 
19 74—— 
| 


CP Rail--1974 Rate of Regina 


| 
CP-45 
| Return 
| 


| 
| 
| 
| | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | 
| | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
! | ! 
| 
| | | 
| | | 
| | | 
| | | 
| | | 
l | | 
l | | 
| | | 
| | | 
| | | 
| | | 
| | | 
| | | 
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LIST CF EXHIBITS (Continued) . 
Commission on the Costs of Transporting Grain by Rail 


es 1) ae rman Woe i 


| 

| Number | hearing 
| 
| 


[SExhibit | Title and | | bearing 
| Number | Description | Author | of Pages Submitted 
| | 


a ns | Go 
CP-46 CP kail--Solely Related | 3 Regina 

Branchlines--1974-- | 

showing percent Statu- | 

tory Grain of Originat- | 

ing and ‘erminating | 

Traffic Based on Car- | 

loads | 

| 


Document--CP Rail--1974 | 
Analysis of Contribution| 


Regina 


One-Page Document--CP 
Rail--workpaper for CP 
44-45 and 47. 


Regina 


CP Rail--Cut Size Analy- 
sis--Yard Switching 
Operations 


Regina 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
CP-49 | CP Rail--Development of | Regina 
| Unit Switching Times | 
| Main Classification | 
| Operations | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


CP-50 CP Lta.--Statutory 
Debt Limit--December 31, 


1974. 


Orillia 


Submission of 


L. G. Benjamin, 
L. G. Benjamin, M.P. 


M.P. 


Winnipeg 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 1 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
Twenty-five page Sub- Mr. R.G. Pringle| 25 
mission Northern Alberta| on behalf of tne| 
Railways Appendix to R-1| Northern Alberta| 
| Railways. | 


Winnipeg 


| 
Document entitled "Table| Winnipeg 
of Contents" one page| 

| 
| Winnipeg 
ment Submission to the | on behalf of 
Commission on the Costs | the National 
of Transporting Grain | Farmers Union 
by Rail 


| | 
ed 


| 
| 
| 
| 
Thirty-six page docu- Mr. A. Moore | 36 
| 
| 
| 
| 


et Nera ene Name re rr he ear rey a a a on a ee ee) en 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Exhibit 
Number 


NEU-1-A 


NFU-2 


PWGA-1 


R-l-A 


R-1-B 


R-1-C 


Rel 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
R= 1-E 
| 

| 

| 

| 


| | 
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ae: LIST OF EXHIBITS (Continued) 
Commission on the Costs of Transporting Grain by Rail 


| 

| Title and | 

| Description | Author 
| 


Hearing 


| | 
| Number | 
| of Pages | Submitted 
| | 


errata Sheet of National | 


tion requested by the 
Commission re page 
k-1-64 of R-l 


| 
| 
| 
| 
| 
| 
| 
| 
| | 1 | Winnipeg | 
| Farmers Union | | | | 
| | | | 
| Rebuttal Submission to | Mr. Moore on | 28 | Regina | 
| the Con. on the Costs | behalf of the’ | | | 
| of Transporting Grain | National Farmers| | | 
| by Rail, kegina, | Union. | | | 
| Saskatchewan, June 21, | | | | 
| 1976, presented by | | | | 
| Alfred Moore--28 pages. | | | | 
| | | | | 
| Fifty-one page document-| Mr. D. E. Camp- | 51 | Regina | 
| Submission to the Com- | bell on behalf | | | 
| mission on the Costs of | of the Palliser | | | 
| Transporting Grain by | Wheat Growers | | | 
| Rail | Association | | | 
| | | | | 
EkOIbLE OL Mr. WE. | Mr. W.B. | 34 | Winnipeg | 
| Saunders | Saunders on be- | | | 
| | half of the | | | 
| | Canadian Na- | | | 
| | tional Railways | | | 
| | and CP Rail | | | 
| | | | | 
| Summary Statement by | | 7 | Winnipeg | 
| w.B. Saunders on Behalf | | | | 
| of Canadian National | | | | 
| and CP Rail | : | | 
| 
| Errata sheet to Mr. | | 1 | Winnipeg | 
| Saunders' statement | | | | 
| filed Monday, April 19. : | | | 
| 
| Page R-1-20 of Mr. | | i | Winnipeg | 
| Saunders' Exhibit R-1l | : | } 
| 
| Addendum to R-l, Com | | 1 | Winnipeg | 
| parison of U.S. and | | | | 
| Canadian Rates on Grain | : . | 
| 
| Supplemental informa- ! | 1 | Winnipeg | 
| ! | | | 
| | | | | 
| | | | 
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| 
LIST OF EXHIBITS (Continued) | 
Commission on the Costs of Transporting Grain by Rail r 
| 
| 


ee 


tional-CP Rail Residual 
Plot of the Account 202 
| CX Regression as com- 
| puted by the Provinces 
at page 61 of AMS Volume 


| 
| I and pages 45 and 46 
| of AMS Volume ITI 

i] 


| 
| 
| 
| — 
| Exhibit | Title and | | Number | Hearing | 
| Number | Description | Author | of Pages | Submittea | 
| | | 
| | | | | | 
| R-1l-F | Quotations from report | | 2 | winnipeg | 
| | of MacPherson Royal | | | | 
| | Commission 7 | | | 
| 
: ie | “EXbibilteof Dr. asp. | Dr. T.D. heaver | li | Winnipeg | 
| | Heaver | on behalf of | | | 
| | | Canadian Na- | | | 
| | | tional Railways | | | 
| | | & CP Rail | | | 
| | | | | | 
| R-2-A | Errata sheet to Dr. | | 1 | Winnipeg | 
| | Heaver's statement | | | 
| | filed Tuesday, April 20.| | : | 
| | | 
| R-2-B | Errata sheet to line 8 | | 1 | Winnipeg | 
| | in the second paragraph | | | | 
| | of Dr. Heaver's state— | | | | 
| | ment | | | | 
| | | | | | 
| R=2-© | Quotation, Eronarticles"| | i | Winnipeg | 
| | headed “Criterte ‘of ano.) | | | 
| | Desirable Rate Struc- | | | | 
| | ture" | | | | 
| | | | | | 
| R-3 | Submission of Mr. J.B. | Mr. J.B. | 26 | Winnipeg | 
| | Pitblado | Pitblado on be | | | 
| | | half of CN Rail-| | | 
| | | ways’ CP Rail in| | | 
| | | | | 
| k-4 | Submission of Dr. G.D. | Dr. G.D. Quirin | 91 | Winnipeg | 
| | Quirin | on behalf of CN | | | 
| | | Railways & CP | | 
| | | Rail. | 
| | | | | 
| R-5 | Document, Canadian Na- | 1 | Winnipeg | 
| [ tlonal. SOP Rail, 19°74, 4) | | 
| "Density of Traffic by © | | | 
l | Subdivision" based on | | | 
| | G.T.M./mile summary | | | 
| 
| R-6 | Document, "Canadian Na- | ch . Winnipeg | 
| | | | | 
| | | | | 
| | | 
| | | | 
| | | | 
| | | | 
| | l | 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| 

| — LIST OF EXHIBITS (Continued) 

| Commission on the Costs of Transporting Grain by Rail 
| 


PExhibit Title and Hearing 


| Number 
| Number | Description Submitted 

| 

| 


of Pages 


a a cS a er 


R=7 Document entitled 
"Summary of risk measure 
values quintiles 1 and 


oe 


1 


R-9 SEC statement referring 
to the Securities Act 
of 1933, the Securities 
Exchange Act of 1934, 
the Public Utilities 
Holding Company Act of 
1935 and Accounting 
services March 23, 1976 


Winnipeg 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
R-10 Statement entitlea | Winnipeg 
"Times Charges Earned, | 
U.S. Railroads with | 
revenues of $100 million| 
and over in 1974, | 
Classified by Moody's | 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 


Rall One-page document Winnipeg 
"Interest and Fixed 
Charges Coverages under 
AMS Cost - 1974" 

ReiZ One-page statement en- Winnipeg 
titled "Coverages Under 
AMS costs - at 1969 
Volumes" 

R-I3 One-page document en- Winnipeg 
titled "Fixed Charges 
Coverages with AMS-1974" 

R-14 Copy of article from Winnipeg 

"Journal of Finance", 

Vol» 26,eNo.8 jot March 

1973, by M.E. Blume 


and I. Friend 


| 
| 
| 
| 
| 
| 
| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
l\eyvatings" | 
| 
l | 
| 
| 
l | 
| | 
| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 


| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
| | 
| | 
| | 
| | 
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LIST OF EXHIBITS (Continued) 
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| | | | 
Title and Number hearing 
Description of Pages Submitted 


Zz i 
ha 
er 
H- 

oOo 

lm) Le 
cr 


Author 


— 


| 
| 
| 
| 
Document entitled "1474 | 10 
Annual Report on Utility] 
and Carrier Regulation, | 
National Association of | 
Regulatory Activity | 
Commissioners" | 
| 
Article "Rates of keturn| 
in Relation to Risk", | 
etc., from "Studies in 
the Theory of Capital 
Markets" edited by 
Michael C. Jensen 


R-15 Winnipeg 


R-16 winnipeg 


R=-17 Article entitled "Cost 
of Capital for a Divi- 
Sion of a Firm" By Myron 
J. Gordon and Paul J. 
Halpern in the Journal 
of Finance, September, 
1974 


Winnipeg 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
R-12 One-page document en- | winnipeg 
titled Ratio of Earnings| 
Beta to Security Betas | 
for companies in AMS- | 
P7.1 and AMS-P7-2 | 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 


R-19 One-page document en- 
titled "Relationship 
Between Earnings Betas 
(AMS-P7.2) and security 


Betas (AMS-P7.1)" 


Winnipeg 


R-20 One-page document en- 
titled "Relationship 
between Earnings Betas 
and Security Betas 
after Adjusting two 
Earnings Betas by one 
Standard Error" 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| Winnipeg 
| 

| 

| 

| 

| 

| 
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| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
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wen LIST OF EXHIBITS (Continued) 
Commission on the Costs of Transporting Grain by Rail 


| | | | 
Woexoibit | Title and Number Hearing 


| Number | Description of Pages Submitted 
| 


Author 


a a ees ee eee 


R-21 Article entitled "On 
the Assessment of Risk" 
by Marshall E. Blume 
from the "Journal of 
Finance", March 1971 
R-22 One-page document, 
"Earnings Beta for 
Cominco Ltd. based on 
all Observations (1950- 
1974)” 


Winnipeg 


R-23 One-page document, 
"Rarnings Beta for 
Great Lakes Paper Co. 
Ltd. with 1973 Observa- 


tion Excluded". 


winnipeg 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
R-24 One-page document, | Winnipeg 
"Earnings Beta for | 
Great Lakes Paper Co. | 
| 
Observations (1950- | 
1974)" | 
R-25 One-page document, | Winnipeg 
Earnings Beta for Great | 
Lakes Paper Co. Ltd. | 
based on Observations | 
for Selected Periods" | 
bocument entitled "Per- | Winnipeg 
centage Change in Earn- | 
ings" ! 
| 
| 
| 
| 
| 
| 
| 
| 


R-26 


Exposure Draft entitled Winnipeg 
"Accounting for Changes 
in the General Purchas- 
ing Power of Money — 
Canadian Institute of 
Chartered Accountants, 


December 31,0975." 
moi. ioe se a ee 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| Ltd. based on all 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
R-27 | 
| 
| 
| 
| 
| 
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| : | 
| LIST OF EXHIBITS (Continued) . 
| Commission on the Costs of Transporting Grain by Rail 
| 
| 


ed) rr ns SS To ne 


| Exhibit | Title and | | Number Hearing 
| Number | Description | Author | of Pages Submitted 
| | | 


Exposure Draft entitled, | 99 Winnipeg 
"Financial Reporting in | 
Units of General Pur- | 
chasing Power" — Finan- | 
cial Accounting Stand- 
ards Board - Dec. 31, 


1974 


MeL Ws. Be 
Saunders on be- 
hal£ of CN 


| 

| 

| 

| 

| 

| 

| 

| 

| 34 

| 

| 
Railways and CP | 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 


Rebuttal Submission to Regina 
the Commission on the 
Costs of Transporting 


Grain by Rail by 
behalf of Canadian 
National and CP Rail-—- 
34 pages. 


Errata for R-1-R; 


Ww 


| 

| 

| 

| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| William B. Saunders on | Rail. 
| | 
| | 
| | 
| | 
| | Regina 
| 3 pages. | 

| | 

| Regression Results Earn-| 

| ings Betas on Physical 

| Betas (expanded sample) 

| --2 pages. 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 


Regina 


l 


BreiG..1De Carnin} 5 
on behalf of CN | 
Railways and CP | 
Rail | 


Bo 


Rebuttal Submission to 
the Commission on the 
Costs of Transporting 
Grain by Rail by G. 
David Quirin on behalf 
of Canadian Pacific 
Limited and Canadian 
National--85 pages. 


Regina 


Errata--Exhibit R-30-—— 
one page. 


Regina 


Farm cash receipts 1974 
=— Statistics Canada 
catalogue 21-201 Annual 


Regina 


Farm net income 1974—-—- 
Statistics Canada cata- 
logue 21-203 Annual. 


cy: kegina 


| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 
| | 
| | 
| 
| | 
| | 
| | 
| | 
| | 
| 
| | 
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ee eee 


fant LIST OF EXHIBIYS (Continued) 
Commission on the Costs of Transporting Grain by Rail 


| | 
Title ang Number Hearing 


| 
| 

Number | Description Author of Pages Submittea 
| 


SS a ee eee ee ey | ee eee eee | | Sn ei al ee Se 


K-33 Illustration of Methods 
Underlying Witness 
Cooksley's Exhibit WP-4, 
Table B-2 pages. 


2 


R-34 3-page Statement from 
Canada Grains Council 
includes excerpts from 
Chapter V, pages 87 and 


oS. 


Regina 


kesponse to Commission 
kequest Analysis of 

Cost Differences Between 
CN and CP Rail--W.8B. 
Saunders--12 pages. 


1z Regina 


R-36 Statutory Grain Rates 
Mileage Coverage for 
Each Level of Rates--To 


Thunder Bay. 


Regina 


Regina 
Mileage Coverage for 
Each level of Rates-- 
To Vancouver. 
Confidence Limits-- Regina 
Electric Utility Capi- 
tal, Structure.-= one 
page. 


R36 


Debt Ratios vs. EBIT Regina 
Rate of Return py Rate 


of keturn Groups-—-one 
page. 


R39 


Date Ratios vs. EBIT Regina 
Return on Total Capital 


--one page dlagran. 


R-40 


One-page--Capital Struc- Regina 
ture at Market Value, 
1974 Canadian Pacific 


Ltd. (Consolidated) 
ees oS eee 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
R-37 | Statutory Grain Rates 

| 
| 
| 
| 
| 
| 
| 
| 
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| 
| 
| 
| 
| 
| 
| 
| 
| 
R-41 | 
| 

| 

| 


| 
, | 
! | 
| | | 
| | | | 
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LIST OF EXHIS5ITS (Continued) 
Commission on the Costs of Transporting Grain by Rail 


ln Mis < lk. 
Exhibit | Title and | | Number | Hearing 
Number | Description | Author | of Pages | Submitted 
| | | | 


One-page--Rates of | 
Return on Total Assets--| 
Before Taxes--1974-——Non-: | 
utility Companies in | 
QOuintile |. 


Regina 


R-43 One-page-—Canadian 
Securities and Bill- 
Yields anda Earnings 
Ratios. 


Regina 


R-44 Regina 


(oS) 


| 
| 
| 
| 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 3-page document, pages | 
| 557-559 of transcript | 
| o£ May 21/74 Hearing | 
| before Alberta Public | 
[AUEtlebies | 
| | 
R-45 | One-page document-- | kegina 
| Systematic Risk Values | 
| and Allowed Rates of | 
| Return on Common Equity, | 
| Six Canadian Public | 
PiUEnlities:. | 
| | 
R-46 | Estimates of Investor's | 
| Required Rates of Return| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Orillia 


for Major Subsidiaries | 
of CPI--one page | 
| 
R-47 Earnings Per Share, | Orillia 
1964-1974, of Major | 
Subsidiaries of CPI-- | 
one page. | 
| 
R-48 Expected Rates of Growth| 
for the Four Major Sub- | 
Sidiaries of CPI, Using | 
the "BR" Method with | 
Historical Mean Values | 
of "B" -and with "R"-- | 
one page. | 


| 
a SE Its te ee ie 


Orillia 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| 
— LIST OF EXHIBITS (Continued) | 
Commission on the Costs of Transporting Grain by Rail | 

| 


| | 
| Number Hearing | 
| 


| 

Title and | | 
| of Pages | Submitted 
| | 


| 
| 

| Number | Description 
| 


Expected Rates of Growth| 
for the Four Major Sub- | 
Sidiaries of CPI Using | 
the "BR" Method with 
Historical Mean Values 
ore Bland with 'R" 
equal to 15% 

R-5u Estimates of Common 
Equity Investors’ Re- 
quired kates of keturn 
for the Four Major Sub- 
Sidiaries of CPI, Using 
the "BR" Method with 
Historical Mean Values 
of "Band with “R" 
Equal to 15%. 


Orillia 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 
R-51 | Estimated Growth Rates-- Orillia 
| EPS; Canadian Pacific 
| Ltd. Based on Exponen- 
| tial Smoothing Model 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


-- one page. 


R-52 Graphical Presentation Orillia 
of Data from AMS-25—- 
one paye. 

R=53 Relationship between Orillia 
two variables basea on 
two samples -- one page 

R-54 Relationship between Orillia 

two variables based on 

two samples--Sample B-- 

one page. 

Relationship between Orillia 
two variables based on 

two samples Example C-- 


one page. 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

= 

| 

| 

| 

| 

| 

| 

R-55 : 
| 
| 
| 
| 
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\ 
LIST OF EXHIBITS (Continued) | 

Commission on the Costs of Transporting Grain by Rail | 
| 


Title and 


| 

| Number 
| Description 

| 


| 
Exhib | 
Number Submitted | 
| 

| 
R-56 CP Rail Annual Tonnage a 
Figures--one page. 


| 
| 
| 
| 
| 
| 
| 
| 
Estimating Equation for | Orillia 
CP tonnage--one page. | 
| 
Tonnages Carriea-- | Orillia 
Certain Primarily Ore- | 
Carrying Railroads--one | 
page. | 


| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| Evidence on the Informa-| Orillia 
| tion Content of Account-| 
| ing Numbers: Account- | 
| ing-Based and Market- 
| Based Estimates of 
| Systematic Risk by 
| Nicholas J. Gonedes 
| 37 pages. 
| 

R-60 | Competition, Economic 593 Orillia 
| Efficiency and Profit- 
| ability in the Cana- 
| dian Property and 
| Casualty Insurance In- 
| dustry--593 pages. 
| 

R-61 | Orillia 
| Example 1--Stable 
| Prices--one page. 
| 

R-62 | Depreciation, etc. —- 

| Example 2--Rising 

| Prices--one page. 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 

| 


Orillia 


R-63 Depreciation, etc. —- 
Example 3--Increase in 
Prices-—Current Value 


Accounting--one page. 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
Depreciation, etc. -- | 
| 
| 
| 
| 
| 
| 
| 
| Orillia 
| 
| 
| 
| 


SC-1 Document entitled "CN "SC T#Rxhibite 
Statement showing 1974 | presented to 


carloads originated and | all parties by 


Ui 


Winnipeg 


terminated by region, | the Commission 
Givision and subdivi- | 


| 
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l | 
l | 
| | 
| | 
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Sion" | 
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LIST OF EXHIBITS (Continued) 
Commission of the Costs of Transporting Grain by Rail 


Exhibit | Title and 


| | jl 
| | Number 
Number | Description | Author | pear 
! | 


Submitted 


| 
SC -2 | Document entitled "CN 
Statement showing 1974 
tons originated and 
terminated by region, 
division and subdivi- 
Sion" 


Document entitled "CN 
Statement showing 1974 
revenues originated and 
terminated by region, 
Givision and subdivi- 
Sion" 


Statement entitled "CP 
statement showing 1974 
carloads originated and 
terminated by region, 
division and subdivi- 
Sion" 


| 

| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| Statement entitled "CP | 
| statement showing 1974 | 
| tons originated and | 
| terminated by region, | 
| division and subdivi- | 
| sion" | 
| | 
| Statement entitled "CP | 
| statement showing 1974 | 
| revenue originated and | 
| terminated by region, | 
| division and subdivi- | 
[esion: | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| | 
| 


Winnipeg 


Loram Internaticnal Regina 
Report on Maintenance 
and Rehabilitation Cost 
on Selected Prairie 
Branch Lines. (CONFI- 
DENTIAL) 

44 


Document entitled Regina 


"Transportation Policy, 
a Framework for Trans- 
portation in Canada, 
Summary Report of the 
Ministry of Transport, 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
June 1975" | 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| LIST OF EXHIBITS (Continued) l 
| Commission on the Costs of Transporting Grain by Rail | 
| 


Hearing 


| | | | 

| Exhibit | Tele anc | | | | 
| Author | of Pages , Submitted | 

| | | | 

| | 


Document entitled 

"An Interim Report on 
Inter-City Passenger 
Movement in Canada, 
Ministry of Transport, 
June 1975" 


Regina 


| | 
| | 
| | 
| | 
| | 
| | 
| | 
| Document entitled "An _ | Regina 
| Interim Report on | 
| Freight Transportation | 
| in Canada, Ministry of | 
| Transport, 1975" | 
| | 
SC-wP-1 | Document entitled "Use | pT Regina 
| of Canadian Pacific as | 
| a Yardstick in Comput- | 
| ing Cost of Capital" | 
| | 
SC-11 | Report on the Status of | Orillia 
| Passenger Train Constant| 
| Cost Calculations for | 
| Year 1974 for purposes | 
| of Subsidy: that is 
| Section 261 of the Rail- 
| way Act. 
| 
WP-1 | Submission of Alberta, Mr. K. Cooksley 
| on behalf of 
| Alberta Wheat 
| Pool, Manitoba 
| Pool Elevators 
| ana Saskatche- 
: wan Wheat Pool. 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


14 Winnipeg 
Wheat Pool Manitoba 
Pool Elevators and 


Saskatchewan Wheat Pool. 


Winnipeg 


Excerpt from the Book 
"Grain and Oilseeds, 
Handling, Marketing and 
Processing" 


Winnipeg 


Rebuttal Suomission of 

the Alberta Wheat Pool, 
Manitoba Pool Elevators 
and Saskatchewan Wheat 

Pool. 


| 
a et ee ee ere me ore 


Mr. K. Cooksley 
and A. McLeod 
on behalf of 
the Pools 


34 Regina 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| 
| 
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| 
| 
| 
| 
| 
| 
| 
| 
| 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
Errata to WP-l | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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| | 
| 1s LIST OF EXHIBITS (Continued) | 
| Commission on the Costs of Transporting Grain by Rail | 
| 
| | 
| 


| Exhibit | Title and | | Number | Hearing 
| Number | Description | Author | of Pages | Submitted | 


evision to Page 7 WP-3 | 
| 
Table A — Revision of | 
Table 1 to include value| 
of grain fed or disposed 
of locally by producers | 


Formula from western 
Grain Stabilization 
Committee — 1968 Work- 
ing Paper 


Regina 


| 

| 

| 

| 

| 

| 

| 
Equity allocation pro- | 
cedure seemingly | 
Imelicit in AMS-2" | 
| 

| 

| 

| 

| 

| 


U1 


UGG-WP-1|] Question for Drs. Quirin 


and Gordon 


Mr. P. Earl on 
behalf of 

| United Grain 
Growers 


UGG-2Z-A | Qualification of 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
UGG-1 | Document entitled "Debt- 
| 
| 
| 
| 
| 
| 
| 
| 
| Mr. Berry 
| 
| 
| 
| 


Rebuttal Submission of 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
2 | Winnipeg 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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Asset Valuation Methodology and Inflation on Depreciation and Capital Funds Cost Schedule y 


SSS Page 1 of 2 : 
Uniform Assumptions for All Examples 


i 
“@ four shovels, initially 3,2,1,0 vears old at beginning of year 
@ expected service life when new of 4 years, no salvage at end 
e depreciation on straight-line base 
e depreciation taken and shovel purchased at Dec. 31/Jan. 1 of each year 


Example A. STABLE PRICES—HISTORIC COST VALUES - Assumption: new shovels cost $10.00 each; depreciation on historical cost; 
rental = depreciation charges plus 8% on net historical investment 


| Baok Values | | 
| Sdcebe il | Near 2 Yeir 3 Year 4 i Year 5 Year 6 H 
mae tt a 
Jan.1 Dec. 31 Jan.1 Dec. 31 Jan.1l Dec. 31 | Jan.1 Dec. 31 Jan.1 Dec. 31 Vane Dec.31 3 
Value Dep'n Value Dep'n | Value Dep'n_ | Value Dep'n | Value Dep'n \ilue  Dep'n | 
4 ' 
{ ‘ 1 H i i} 
| | | | 
ae | bt pe eG hie 
Shovel 1 | 16.00 2.50 = Hes) 2.50 > 5.00 (Ger) i A eos) 70) fh OOO 2S SOP Oye 2.56 
es} os Ea Ze) i Vs | 
t I 
| Paarl | a ar | faa) | ear: i 
Shovel 2 = 7.50 2.50 | }>1 5.00 2.50 BZ P50 0 SG 4 (10.00° 2556 erie: Me) “715.00 2, 5uia 
eA 1 a i ee 
H | 1 
cm a ie a8 ee tee 
Shovel 3 = 5.00 2.50 Z| 2.50 2.50 | 10.06 Ze 5G, path aint 20 Mi sks 56.00 22205 Tea eet 2.50 
Le (ZA eee | ww Za es 
| 
I |} (a eas rae 2 ie 
| Shovel 4 2.50 PosXo\h | 10.00 he GX} ies eee, Ske ez 7.00 290 Vy | 2.50 2250 ) 119.00 2.50 
ees } c LLog ib Weer 
Valuation Base 25.00 25.00 25.00 25.00 25.00 2'5;..00 
Depreciation Funds 10.00 10.00 10.00 TDi 0} ave 10.00 _ 10.00 
Available for Reinvestment ~—~™ 10.00 ———m 10.00 "10.00 —M 10,00 ™ 10.00 
Shovel Purchases 10.00 10.00 10.00 10.00 10.00 
Depreciation Shortfall 0.00 0.00 0.00 0.00 0.00 
8% Return 2.00 2.00 2.00 20 2,00 2.00 
Year End Values of Tnvest. 25.00 25.00 25.00 25.009 25.00 25.00 
Investor Funds 27.00 27.00 27.00 2H OUy 27.00 27200 
Investor Funds at a Dé WF FT ih Me 
at Jans 1 25.00 25.00 25.00 25.00 25.00 25.00 
Net Investment 0.00 0.00 0.00 0.90 1,u0 
Existing Investment 25.00 25.00 25.00 25.00 25.00 


Source: Exhibit R-6 


Example B. RISING PRICES—HISTORI Al, COST VALUES - Assumption: prices increase 10% on Dec. 31/Yaar 1, then remain at new level 


fe ne a ee es 1 | 
Book Values } 
Year 1 Year 2 Year 3 Year 4 Year 3 | Year 6 ; 
4. Becks | oe cs ee ae ed 
Jan.1 Dec. 31 Jan, Dee. 31 Jan.1 Dec. 31 Jan.1 Deg. ak Jan. Decssl | Jani Dec.31 
Value Dep'n Value Dep'n_ Value Dep'n i 


1 
! 
) 
{ 
| 


Shovel i 


{| ba eS Pap ESS 8) FA 5.00 2.50 ae 
| 
£. 
5.00 250 2.50 2250) ae is - 
.e L Z | id 
eal) ! aa] | fh, sees 
Shovel 3 i = 5.00 A SA0) 7 250 PING) | 11.00 Zr | S25 he By i b4 5 50) eae) : zB 
Z [| e 


11.00 2.05 | | 8.25 2.75 


Value Pepin | Value Dep'n | Value Dep!n 
| » age | 1g 
| | 11.90 Pa > Sam | 2 Bed oie 
= 


Shovel 2 7.50 2.50 


ao 
to 
wn 
Nm 
~ 
ui 


By eh) Pig: 


ho 


75 27a 
! 
{ 
| 
if 


Shovel 4 


72-530) 2.50 


Valuation Base 25.00 26.00 26.75 2725 27.50 277350 
Depreciation Funds 10.00 10e25 10.50 10.75 11.00 11.00 
Available for Reinvestment ~~ 10.00 Si TOR 25 _- 10.50 es 10.75 _ < 11.00 
Shovel Purchases 11.00 11.00 11.00 Tent LO) 11.00 
Depreciation Shortfall 1.00 On75 0.50 10.25 0.00 
8% Return 2.00 2.08 2.14 2,18 2.20 2.20 
Year-End Values of Invest. 25.00 26.00 26.75 27.25 D750 27.50 
Investor Funds 27.00 28.08 28.89 29.43 29.70 29.50 
Invest.Funds at Jan.1 Ww B4 
Jan. 1 25.00 23.64 ead eee ead 27.30 
ee ee ee a eee ey en en ee eee 
New Investment 1.00 0.75 0.50 0.25 0.00 
Existing Investment 22.64 26.00 26ng5 AI PIs 27.50 


Bouweah Masaka mone Sp eee 


Ource: Exhibit R-62 and R-4, page 22 


Example C. 


Asset Valuation Methodology and Inflation on Depreciation and Capital Funds Cost (continued) 


RISING PRICES—CURRENT COST VALUES - Assumption: 


Uniform Assumptions for All Examples 


@® depreciation on straight-line base 


———— 


e four shovels, initially 3,2,1,0 years old at beginning of year 
© expected service life when new of 4 years, no salvage at end 


@ depreciation taken and shovel purchased at Dec. 31/Jan.1 of each year 


Schedule V 
Page 2 of 2 


prices increase 10% on Dec. 31/Year 1, then remain at new level 


Book Values 
Year 1 Year 2 Year 3 
; om 
Aa as Jan.1 Dec. 31 Jan.1 Dec. 31 Jan.1 Dec.3] 
Value Dep n Value Dep 'n | Value Dep'n ep'n Value Dep'n Value Dep'n 
= | | 
Shovel 1 {10.00 2.75 a 8.25 2.75 | LA 5.50 2098 wa De75 as | 11.00 AES iL 8.25 DTS 
ee | | 
Sh eee Lo 7.50 ae Be 28) Dinah Pasa | 7 [| | | 
eve | - re) ee 5, 30 Pan's Gb) YT Dero | |11.00 PAPO S25 2.79 5.56 2a 
| = Z ee . 
2 
Shovel 3 = 2 aman? 77) 2.75 ee a [ 11-00 275 LF 8.25 275 = 5.50 275 i 21S DaTs 
i j 
| £4 “| = ees 7. | 
Shovel 4 | PE eXe) Peery fee) /i1.00 Ve fe 8.25 PSE dott a wm Dye) PRA ES) Fa PERILS ithe 11.00 PAP ie) 
7 | \ 
ences od hive “ st _- -- - - eee on Seer —$—- 
Valuation Base 25.00 27.50 yee) DESO 27.50 27.50 
Depreciation Funds 11.00 1 OO VEeOose iE G0: 11.00 11.00 
ts “se 
Available for Reinvestment > 11.00 “—& 11.00 i 49.00 ~—™ 11.00 11.00 
Shovel Purchases 11.00 11.00 14,00 11.00 11.00 
Depreciation Shortfall 0.00 0.00 0.00 0.00 0.00 
8% Return 2.00 2.20 Paes A8) rary al | 220 2.20 
Year End Value of Invest. 25.00 chew) 274.100) 27.50 27.50 27.50 
Iavestor Funds 27.00 291.70 29079 29.70 ASS IUD 29.7 
Invest. Funds at 25.007 25.00-7 27.50% 27.50 27.507 27.50-” 
Jan. 1 
New Investment 0.00 0.00 0.00 0.20 0.00 
Existing investment 25.00 Z7.D0 27.50 27550) 27,50 
“Source: “Exhibit K-63 and R-4, page 24 oa Ey 
example 9). &LSING PRICES—HISTUKICAL COST VALUES - NOMINAL CAPITAL FUNDS RATE - Assumption: prices increase 10% on Dec. 31/Year 1, then remain 
at new level 
—— = psa Le S SA acts ee x eee eet ee. 
| Book Values 
Year | H Year 2 Year 3 | Year 4 Year 5 Year 6 
ee 
Jan.l Bec. 31 lan.l Dec, 31 Jan.l1 Dec. 31 Janel | Dechsl) 7} Jan.1 Dec.31 | Jan.1 Dec. 31 
| Value Dep'n Value Dep'n Value Dep'n | Value Dep'n | Value Dep'‘n | Value Dep'n 
! 
| z | | 
bos Zz 10.00 pegs) Porat 2.50 5.00 2.50 V/ 250) Zon) ! J1.00 CASTES} | 8.25 PaaS) 
i LLA 
| 
t —— 
! ' | Fy E Fe | 
| F Bee nar at 2250 2.50 2330) 12.00 PN pS) ! 8.25 PL igs Se] PREM is) 
Shovel 2 oll asad 5 7 | 
ie | | : >. 50 50 | 11.00 TS | Lo] 8.25 2S ne ete bl 2.75 27S 
Shovel 3 7 5.00 2.50 Seal rae Seen : ag aaa ; | fal | ves 
| | | 
os \ o—-_~ 
eal re si i ial F | at ye ye | ¢ sya) 
d / 5 S Pee) Bee. PETS) Shah} Dei | sci Devos j 411.900 Vas 
Shovel 4 | 7) 250 yesh) | ju 00 2 = 77 | V7 leat 
| | L 
alam eee. a es eel ee ae Pe fore at es Blea! ee ee eee 2s Ce eee de 
75 295 wo 27.50 PAF 539) 
Valuation Base 25.00 26.00 26. ' 
Depreciation Funds 10.00 10.2 eer oe MO aa 
; z ° 5 ~™ 11.00 
Available for Reinvestment 10.00 10,25 10.50 10.7 11.0 
11.00 11.00 111.00 11.00 1.00 
Shovel Purchases ee 2 0.50 0.25 0.00 
Depreciation Shortfall 1.00 C.75 . se : 
8% Return 2.00 --- 2.14 a5 ot) iia 
18.8% Return seus 4.89 ane ae Z 
p ; 27.50 ZI 30 
Year-End Values of Invest. 25.00 26.00 ae ee 3 a 27250 
Investor Funds 2) 00 30.89 27 15 Ww : 27 507 OTS 
Invest.Funds at 25.60 26.0 26.75 : 
Jan.1 ae ata SAE wan era Se eee 
ee ee 1.00 0.75 vey eae sp 
New Investment 52.00 26.00 26.75 27.25 27.50 


Existing Investment 


Source: 


Exhibit R-62 and R-4 page 23. 


"EARNINGS BETA" FOR 
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GREAT LAKES PAPER CO. LTD. 
BASED ON ALL OBSERVATIONS (1950-1974) 


Great Lakes Paper Co. 
Ltd. (annual percent- 
age changes in income 
to common after 359. 
taxes 


300_ 


Z502 


200_ 


150s 


100. 


50_ 


ALL OBSERVATIONS 


Computed values: 


Earnings beta (f) 2.906 


Standard error of £8 
w 


1.083 
t' value (8/std. error of 8) 2.684 


Source: Exhibits R-23 and R-24 


AND WITH 1973 OBSERVATION EXCLUDED 


® 1973 


BETA REGRESSION 
1973 EXCLUDED 


30 40 50 


All industrial corporations 
(annual percentage change 
in income to common after 
taxes) 


1973 EXCLUDED 


Computed values: 
Earnings beta (8) 
Standard error of £ 
"t" value (B/std. error of 8) 


| Great 
Lakes 
| Paper 


| 

| Great 
Lakes 
pPaper 


Great 
Lakes 
Paper 


‘Source: 


Schedule VI 
"EARNINGS BETA" FOR Page 2 of 3 
GREAT LAKES PAPER CO. LTD. 


ATIONS FOR SELECTED PERIODS 


BASED ON OBSERV 


PERIOD 
1950-1970 


s B O-056 
Seeeeot 5 0.586 
ot tae 0.096 


—50 


-100 
=PAl, 10 0 10 20 30 40 50 


All industrial corporations 


PERIOD 
1950-1971 


= B -0.085 
| | Scot se 0.569 
| ‘ee? -0.150 
june = ey a eee 
-50 x 
| 
| 
-100 ; 
-20 -10 10 20 30 40 50 


All industrial corporations 


50 


PERIOD 
1950-1972 


B =O 532 
So Boles OF a73 
a -0.580 


a} 8) 


-20 -10 0 10 20 30 40 50 
All industrial corporations 


Exhabit R—25 


"EARNINGS BETA" FOR 
COMINCO LTD. 
BASED ON ALL OBSERVATIONS (1950-1974) 


Cominco Ltd. 
(annual percentage 
change in income 
to common after 
taxes) 


120 


100 


80 


60 | 


40 


20 


= 20 


-40 
~60 


=i) =u) 0 10 20 


Computed values: 
Earnings beta (8) 1.682 


Standard error of £8 0.476 
"t" value (6/std. error of (8) 3536 


Source: Exhibit R-22 
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30 40 0) 


All industrial corporations 
(annual percentage change 
in income to common after 
taxes) 
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Comparable Risk Companies 
Alphabetical Listing by Quintiles and 
BaSic Characteristics of Companies 


Company Name Earnings Beta Market Beta 


Ouritiere | 


Alberta Gas Trunk een sss OFoT 
B.C. Sugar Refinery Ltd. 0.087 0.507 
Bye. Telephone 0.330 0.409 
Bell Canada 0.126 01235 
Calgary Power Ltd. -0.042 0.875 
Canada Packers Ltd. C279 0.656 
Canadian Utilities rah fen MSs: 0.796 
Consumers Gas Co. =) 041. OF S38 
peagram, Co>., Ltd. Osl bl De So 
Dofasco 1.040 1.144 
Dominion Stores Ltd. Leyl ZA ¢s 0.413 
Greyhound Lines of Canada =O.7 61 OP637 
Imasco Ltd. 2334 1s 028 
Inland Natural Gas Ltd. 0.101 0.250 
Babatt, John Ltd. -0.095 04813 
Molson's NA NA 
Moore Corp. Ltd. 04-271, 1.068 
Northern & Central Gas 05347 0,976 
Pitts Engineering Constr. NA NA 
Sedvkirk: Holds Oe bs 0.624 
Silverwood Industries NA NA 
Simpsons Ltd. Oe ETT? 1.136 
Slater Steel Industries NA NA 
Southam Press Ltd. 0.584 0.704 
Thomson Press Ltd. = i() 2 ae 0.965 
Trans Canada Pipe Lines ope Rees: OF 398 
Trans Mountain Oil Pipelines =O. 432 0.804 
Union Carbide Canada Ltd. Lz 588 0.882 
Walker-Gooderham & Worts -0.106 0.680 
Woodward Stores Ltd. =02018 0.965 


Union Gas of Canada Ltd? -0.460 0.669 
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Comparable Risk Companies 
Alphabetical Listing by Quintiles and 
BaSic Characteristics of Companies 


(continued) 


Company Name Earnings Beta Market Beta 


Quintile 2 


Alcan Aluminum Ltd. L048 0.800 
Algoma Central Railway 0.159 0.846 
Algoma Steel Corp. Ltd. 0 2000 0.876 
Alminex Ltd. TAP Ae 7 0.998 
Campbell Red Lake Mines 2.189 OST 24 
Canada Cement Lafarge NA NA 
Canadian Industries Ltd. 1.802 O73 7 
Canadian Tire Corp. Ltd. =0:. 392 POOS0 
Crain! (RL2).ebta- a ARR 9 3 0.888 
Denison Mines Ltd. 0.590 1.164 
Dome Mines Ltd. NA NA 
Dominion Bridge Co. NA NA 
Domtar Ltd. Zohle 0.966 
Gulf Oil Canada 1.286 L085 
Hollinger Mines Ltd. NA NA 
Hudson's Bay Co. 8 Sear: | bs427 
Imperial Oil Ltd. 0.809 Le) 
Interprovincial Pipeline =U..0.24 LeL2s8 
Maple Leaf Mills Ltd. NA NA 
Phillips Cables Ltd. 0. 637 b teem 7 ad 
Shell Canada Ltd. 0.936 Le 
Simpson-Sears Ltd. Oy 2b ceo 
Standard Broadcasting Co. =e 4 02956 
Steel) Co. Ofscanada sta. =O. OS d sega 3 
Steinberg's Ltd. =—95420 0.708 
Texaco Canada Ltd. 0256 1021 
Wajax Ltd. NA NA 
Weston (George) Ltd. es 730 OO 780 
Metropolitan Stores NA NA 
Canron Ltd. 1.468 L228 
Cominco Ltd. 2-596 1-59 
Reitman's (Canada) Ltd. —-0.070 
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Comparable Risk Companies 
Alphabetical Listing by Quintiles and 
Basic Characteristics of Companies 
(continued) 


Company Name Earnings Beta Market Beta 


Ouse le=-3 


ADaGiLOIs Paper. Co. Ltd. 5.430 L224 
Asbestos Corp. Ltd. 5 4) Je 0.05 
Bethlehem Coper Corp. NA NA 
Canadian Hydrocarbons NA NA 
Canadian Cablesystems Ltd. NA NA 
Domanion,. Textile Con, Ltd. NA NA 
Dupont of Canada Ltd. 1.452 1.040 
Four Seasons Hotels Ltd. NA NA 
Fraser Companies Ltd. coe A eee 0.630 
Gaz Metropolitaine Inc. NA NA 
Hudson's Bay Oil & Gas 02 962 Ie 3 9 
int geeNickel. Co. of Canada 0.941: L330 
Dimmer —-CLicy. iGas, Ltd, OT REKS) ea ga 
Intermetco, Ltd. NA NA 
Interprov. Steel & Pipe -0.464 1 bapa hs 
Lake Ontario Cement Ltd. NA NA 
Loeb (M) Ltd. 2820 1026 
Maclean Hunter Limited 0.206 0. 667 
Macmillan Bloedel Ltd. 2.1748 L...062 
Noranda Mines. Ltd. jae al 1.485 
Oshawa Group Os 162 els) 2 
Pancanadian Petro dee Si3.7, We. 65 
Peoples Jewelers ie OSD OEE ste 
Pine Point Mines, Ltd. NA NA 
Reichold Chemicals CDA 8.252 0.985 
Scott's Restaurants NA NA 
Dexasgquit. Inc. NA NA 
Transair Ltd. 3.448 0.096 
West Coast Transmission sae Hae 
Western Broadcasting Ltd. ail. : 
Zellers Ltd. = (0.090 eos 


5 a ae LAR re a. eee 


Schedule VII 
Page Aone 5 


Comparable Risk Companies | 
Alphabetical Listing by Quintiles and 
Basic Characteristics of Companies 
(continued) 


Company Name Earnings Beta Market Beta 


Quintile 4 


—_— 


Acklands Ltd. 6.840 TOF 
Brascan Ltd. —1.oo" 1.063 
Burns Food hed. Oe dr, 0 as 
CAH, Industries :CL A Nee 8 a 14209 
Canadian Indus. Gas & Oil dhl Race 1.661 
Canadian Marconi Co NA NA 

Carling O'Keefe Limited NA NA 

Dome Petroleum Ltd. Lee 2.004 
Great Lakes Paper Co. ae ol hele B15, 
Harding Carpets Ltd. Biel oi Re. 1.466 
Hayes=Dana Ltd. NA NA 

Hudson Bay MNG & Smelting 5 oN fl L226 
HUSK yA 18 sree . = 2893 41-8 
Kerr Adison Mines NA NA 

Murpim Ot Co. Lid 0.856 ug wag! a 
Neonex International Ltd. NA NA 

Pacific Petroleums Ltd. =O.327 ood 
Patino NV 16.889 0-362 
Placer Development Ltd. NA NA 

Price Company Ltd. ed PT Pe266 
Rio Algom Mines Ltd. 2.868 WS37 2 
Russel, Hugh 24 Gi I S-7 
Scurry—Rainbow Oil Ltd. L473 UN, 650 
LOL eOneGusear Ltd ; NA NA 

Union, O10¥ Co; ofrCanada NA NA 

VulcCabsindustrialsPkg: le 8 ON 50°78 
Westeel-Rosco Ltd. reall 8 Pee 16 ero 95 
Westinghouse Canada Ltd. Vankeias Haiys W452 
White -Pacs @sYukon Corp: i: see O29'91 
Celanese Canada Ltd. ond ARI RS Ke: ee e:3 
Hawker Siddeley Canada NA NA 

Western Decalta Petrolm eae lng ie: tf 4 1 
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Comparable Risk Companies 
Alphabetical Listing by Quintiles and 
Basic Characteristics of Companies 


(continued) 
Market Beta 


Company Name Earnings Beta 


Mite iase. 5 


Atco Industries Ltd. NA NA 
B.Ge Forest Products 4.988 1.444 
Bombardier Ltd. NA NA 
bow Valley Ind. Ltd’. HOA HM ho pe 
Canadian Export Gas & Oil 6.159 1-83.03 
Canadian Superior Oil eg 2 Pd 429 
Cara Operations Limited NA NA 
Cassier Asbestos Corp. pee ae slag tt 9 
Canadian Occidental 

Petroleum 2.030 Led 59 
Commonwealth Holiday Inns. 

Gda. NA NA 
Consolidated Bathurst ears Ass dea 
Consolidated Textile Mil. 2.036 1630 
Consumers Distributing NA NA 
Falconbridge Nickel Mine 10.096 1.567 
Foodex NA NA 
Home Oil a6 (8) Laeod 
I W C Communications NA NA 
fe eG.. industries Ltd. NA NA 
Raps Transport NA NA 
Maclean-Hunter Cable TV NA NA 
Massey-Ferguson Ltd. NA NA 
McIntyre Porcupine Mines NA NA 
Numac Oil & Gas Ltd. NA NA 
Ranger Oil (Canada) Ltd. NA NA 
Revelstoke Inds. 0.682 13399 
Scott.Lasalle Ltd. NA NA 
Shaw Pipe Industries Ltd. NA NA 
Sherritt Gordon Mines 3.426 Lib OF 
Skyline Hotels Ltd. NA NA 
United Canso Oil & Gas Ltd. NA NA 

WA NA 


Weldwood of Canada Ltd. 


Sources Exhibit R-30 
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Comparison of 1974 After Tax Capital 
Funds Rates on Common Shareholders' Equity 
Estimated by the Railways, Provinces, and the Commission 


After Tax Rate as Computed By 


Railways Commission 


Method of Estimation 


Provinces 


Ls Basic Discount Cash Flow: 


Estimating Long-Term Growth 


1.1 - 10 Year Average Earnings Ossie 15.0" 
1.2 - 10 Year Weighted Average Earnings ae 1 re 
1.3°— Dividends 104751222 £7. 8 
1.4 - Retention Rate/Return 9.3=-13.0 + 37..0 
1.5 - Average Return-New Investment p29 L365 


De Discount Cash Flow Variant: 


Earnings Price Approximation 


Comparable Risk Companies-Unadjusted 

- Comparable Risk Companies-Adjusted for M/B 

- Comparable Risk Companies within 10% of M/B=1 
- Comparable Risk Companies within 20% of M/B=1 
- CP Ltd. 1973/74 Average E/P 

Ltd. 1974 E/P 

— CP Ltd. 1974 M/B in E/P Regression 

— CP Ltd. 1974 E/P (Earnings Smoothed) 

- CP Ltd. 1969-74 Average E/P 

O- CP Ltd. Adjusted for Regulated Divisions, E/P 


pean 
| 


NNNNNNNWNN PD 
FOoMURUEWNE 
‘3 


Sis Other CP Ltd. Relationships 


SL P-ECP. Ltd. Average Premium over Long-Term 
Government Bonds 
3.2 - CP Ltd. Premium over CP Bonds 


dy Earnings Book Approximation 


-l - Canadian Regulated Company Sample, 1974 

-2 - Comparable Risk Companies, 1973-74 

-3 - Comparable Risk Companies with M/B=1 Adjustment 
pee GP Eds 97 4 


i a ee eB 


a 
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Comparison of 1974 After Tax Capital 
Funds Rates on Common Shareholders' Equity 
Estimated by the Railways, Provinces, and the Commission 


After Tax Rate as Computed By 


Railways Provinces Commission 


bd O=18..0 


Method of Estimation 


Other Regulatory Decisions 


FCC Allowance Applied to CP Bonds 
- Canadian 1974 Allowed Rates 


Capital Asset Pricing Model 


8. Comparable Industry 


Sete solvent UsS. Ratlroads 

8.2 - U.S. Investor-Owned Electric Utilities 

8.3 - Six Canadian Utilities, M/B=1.2162 in E/P 
Regression 


Source: The Commission on the Costs of Transporting Grain by Rail, Report Volume l, 
Appendix G. 


e Appendix G of Volume 1 of the Report incorrectly shows this number as 13.7. The 
correct number is 15.0. This is the number utilized in our evaluation. 
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CP Ltd. Dividend, Earnings, Book Value 


Retention & Growth Rate, 1970-1974 
(Note: 1975 Data Shown for information only) 


1970 geo ale LOKZ NSD (S 1974 1973 


Dividend per Share Sa 8 Te ee RO.G S*0. S45 

Earnings per Share™ 1.66 Pipe 2.40 

Average Book Value per 25824 24.26 26.88 
Share 

Retention Rate - (Y-D)/Y 236 - 661 -647 

Return on Book = Y/B Se, LoS 094 

Growth Rate - 069 . OGE 


Estimates of Future Growth Based on Past Growth Rates 


Based on 1974 


Based on 1972-74 


Based on 1970-74 


In 1975, in keeping with changed procedures for compensation paid under the terms of 
the National Transportation Act, the company changed from a cash basis to an accrual 
basis. This resulted in a restatement of the results from 1970 to give retroactive 
effect to this change. The data shown in this line are stated in the former cask 


basis, as shown in the 1974 Annual Report to Shareholders. 


Source: Exhibit AMS-17, page 141; also appeared as Exhibit AMS-7. 
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Estimated Growth Rate - EP. Se 
Canadian Pacific Ltd. 
Based on Exponential Smoothing Model 
(Current Weight..0.3) 


Year t 


Lae 1224 
1373 1.66 
1974 2.48 


ry, = earnings per share 
‘a = earnings per share, smoothed 
* = arbitrary initial values 
Definition 

Wie i = -3Y, = SIMS Gay 


Yst‘s,t-1 


g = 3 cea eae 
t Pe food 


Lael 


Source: Exhibit R-51 
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First and Second Quintile Companies 
in Increasing Order of Risk 


1974 1974 
Company Name Earnings Return on 
Price Ratio Book Equity 


Market Value 
Rank 


Book Value 


FIRST QUINTILE 


1 JS) *Bell Canada Lee Ts Gee 0.90 
2 29 *B.C. Telephone oeU er 0.80 
3 32 *Consumers' Gas Co. 10.0 LG.3 1.68 
4 yank Walker - Gooderham and Worts el) 1S a Lido 
5 78 *Union Gas.of Canada Ltd. 10.4 14,7 1.44 
6 104 *Calgary Power Ltd. dh a 10.8 £20 
if 7 Seagram Co. Ltd. 6.6 OAT 0.88 
8 121 Greyhound Lines of Canada 10.3 Zhe ds ZeQs 
9 125 B.C. Sugar Refinery Ltd. fs ae | eed 22356 
10 135 *Northern and Central Gas 14.0 Lo. a ee i, 
it aS *Canadian Utilities Ltd. 14.4 14.7 1.04 
12 30 Southam Press One 5150s Sess. 
13 140 Moore Corp. Ltd. DG PATS 4.41 
14 fia Imasco Ltd. Lds2 21-70 ais 
13 Ll John Labatt Ltd. 1G@a3 Lo i. 6e 
16 LO *Inland Natural Gas Ltd. 1 eek LS x3 A APSY 
ds7 175 Woodward Stores raps: La ick 1.44 
18 176 *Alberta Gas Trunkline aes, Lig Us 2s 
13) Livch Silverwood Industries LO ak Dit 0.66 
20 LOT *Trans Mountain Oil Pipeline Lays 20s 135 
PAA 16 Canada Packers Ltd. 320) 10.9 0.99 
22 200 Selkirk Holdings 7129 L2e ie 
23 201 Thomson Newspaper one To 52 BPO: 
24 202 Dofasco NG 18.7 aes 
25 202 Pitts Engineering Constr. ioe Zan 2528 
26 207 Dominion Stores Ltd. de® dowry A rt 4 
27 208 Molson's hess Les 1.60 
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First and Second Quintile Companies 
in Increasing Order of Risk 


Total 1974 TO74 
Rank | Rank Company Name Earnings Return on Menken | Vaue 
Score Price Ratio Book Equity Book Value 


FIRST QUINTILE (continued) 
28 210 | Simpson's Ltd. ie 


7 LOS? 

zg 210 Slater Steel Industries 30.6 TAS 

30 210 Union Carbide’ (Canada) Ltd: 256 Pe rat | 

ome PAE .*Trans Canada Pipeline PZ Sa 
SECOND QUINTILE 

a2 216 | Canadian Industries Ltd. 18.8 21h 

| 33 216 Standard Broadcasting Co. 736 2249 

34 225 Canadian Tite Corp.) Ltd, 5.2 1740 

| a> 228 Weston (George) Ltd. Gs V7. -19.4 

36 B51 Maple Leaf Mills Ltd. 24.4 125.9 

7 236 Algoma Central Railway LOS O52. 

38 243 Steinberg's Ltd. 12:7 128 

39 251 Wajax Ltd. 2354 26.0 

| 40 257 Algoma Steel Corp. Ltd. 18.4 1552 

41 259 *Interprovincial Pipeline SS 205 

42 260 Shell Canada Ltd. Ory, 15.4 

43 262 Alcan Aluminum Ltd. £429 1339 

| 44 262 Hollinger Mines Ltd. Ad 6.6 

45 263 Crain, (R.L.), Ltd: 21.3 260 

46 Zi Steel Company of Canada Ltd. 15.8 No yee) 

47 282 Simpson - Sears Ltd. eS) 13.3 

48 283 Domes Mines Ltd. TBE 23.3 

49 285 Gulf Oil of Canada T2eo 18.8 

50 291 Dominion Bridge Co. 21.0 18.2 

odh 2o2 Denison Mines Ltd. Oa5 L736 

a2 293 Texaco Canada Ltd. Led 167.8 

53 300 Hudson's Bay Company 8.9 8.5 
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First and Second Quintile Companies 


in Increasing Order of Risk 


Total LTA 1974 
Rank Rank Company Name Earnings Return On 
Score Price Ratio Book Equity 


Market Value 
Book Value 


SECOND QUINTILE (continued) 


54 306 Puiilips Cables Led. pO OWE Us yas: g Bese 
55 SS Domtar Ltd. Us) Zoe6 BA 8 
56 Sy Metropolitan Stores ts39 LOeo eZzo 
a7 3Zk Imperial Oil Ltd. Tleytt vd as 2292 
58 324 Canada Cement Lafarge LO.5 LOSS ee 
Do 326 Canron Ltd. Zoe 2202 0.94 
60 330 Alminex Ltd. ie Ear Deane 
61 307 Cominco Ltd. TSie4 a6 Hee 
62 341 Campbell Red Lakes Mines 4.9 59.6 Pas 
63 346 Reitman's (Canada) Ltd. L229 Laas 2.95 
Average - all companies 13K4 18.2 d bey oil 

=e uri lites .(*) Le. 6 14.8 HS 

= alt nonutaiities 12.9 L9=0 Tego 


Source: Workpapers of Dr. Quirin and Exhibit AMS-17, pages 142 and 143. 
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Book Value and Market Value Capital Structures 
of Canadian Utility, U.S. Electric Power and 
Uso. Railroad Corporations, as of December Sly iad BEN WA 


Capital Structure 


Company 


vi hs h hs 
Common Preferred Minority Deferred 
Stock* Stock Interest Taxes 


Canadian Utility 


Bell Telephone of Canada-Book 
—Market 


British Columbia Telephone-B 
—M 


Calgary Power, Ltd.-B 
—M 


Consumers Gas of Toronto-—-B 
—-M 


Trans-Canada Pipeline-B 
-M 


U.S. Electric Power 


Cleveland Electric Illuminating-B 
-M 


Duke Power-B 
—-M 


Duquesne Power & Light-B 
-M 


Kansas City Power & Light-B 
—M 


Illinois Power-B 
-M 
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et A 
Book Value and Market Value Capital Structures 
of Canadian Utility, U.S. Electric Power and 
U.S. Railroad Corporations, as of December Slag O74 


Capital Structure 


Company is i, io hs x 
Preferred | Minority | Deferred oo 
Debt** 
Stock Interest Taxes 
U.S. Railroad 
Burlington Northern, Inc.-B ras One aaa haz i to Pah 
—M ZO), O52 = E22 59.0 
Norfolk & Western Railway-B 44.0 ——— Peo La 3640 
—M 35.4 --- eral. 20.4 42.1 
St. Louis & San Francisco 
Railway =—B fe --- —— bau 44.2 
—-M PA lees = ee 16.8 61.8 
Seaboard Coast Line Railroad-B Woes VD --- ———= RNY; 47.3 
-M 25.2 aa ——— om al 66.7 
Southern Pacific Transportation-B Sree) ee VF es) teas 28.8 
—M 5650 mee 0.4 paneye 40.0 
Average - 5 Canadian Utilities-B 25.0 0.6 6:39 DOCZ 
—-M 26.4 0.6 eae Sere. 
Average - 5 U.S. Electric Power-B S10 Fy ——— oeG 54.4 
-M 2755 ——— me: 50 
Average —- 5 U.S. Railroad-B 49.6 0.4 ELG 38.4 
-M 29265 Oe5 Loy 5349 


Market value common equity at year-end is based on shares outstanding times average 
of year's high and low prices. 


aK 
Debt includes long-term debt (including portion due within one year) and short-term 
debt, that is, back loans or notes payable. 


Source: Exhibit AMS-17, pages 109 and 111. 
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Interest Coverage Ratios, Return on Capital and Return 
on Common Equity of Canadian Utility, U.S. Electric Power 


and U.S. Railroad Corporations for the Year Ended 


December 31,-1974 .1/ 


Canadian Utility 


Bell Telephone of Canada 
British Columbia Telephone 
Calgary Power, Ltd. 
Consumers Gas of Toronto 


Trans-Canada Pipeline 


UlS. blectric Power 

Cleveland Electric Illuminating 
Duke Power 

Duquesne Power & Light 

Kansas City Power & Light 


Illinois Power 


Uso Raddroad 
Burlington Northern, Inc. 
Norfolk & Western Railway 


St. Louis-San Francisco Railway 


Times 
Interest 
Earned 


~94 


ee) 


«54 


- 36 


he 


o/zZ 


es) 


sO 


. 80 


“00 


/4 


~/0 


esi, 


Return 
on 
Capital | Common 


alk 


LO’ 


10°. 


10. 


on 


Li's 


1s 


Return 
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Interest Coverage Ratios, Return on Capital and Return 
on Common Equity of Canadian Utility, U.S. Railroad Power 
and U.S. Railroad Corporations for the Year Ended 
December 31, 1974 1/ 


Times 
Interest 
Earned 


Return Return 
on on 
Capital | Common 


Company 


U.S. Railroad (continued) 


Seaboard Coast Line Railroad 


Southern Pacific Transportation 


Average - 5 Canadian 


Average - 5 U.S. Electric 


Average - 5 U.S. Railroad 


Af Interest coverage ratios are based on the three years 
1972-1974. Return on capital -1s:4974 earnings before 
interest and taxes divided by end of year long-term 
capital. Return on common is 1974 earnings on common 
divided by end of year common equity. 


Source: Exhibit AMS-1J, pace. 10, 
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GRAIN-SPECIFIC DEPRECIATION AND COST OF CAPITAL 
FOR CNR FREIGHT CARS, 1974 


Weighted Average Investment Cost per 
Grain-Carrying Boxcar 


Original Investment $ 2 01/ 

Net Depreciated Investment 912 
Depreciation Rate 2.97% 
Cost of Capital Rate 5.94% 


Annual Depreciation Accrual per 
Grain Boxcar $ Wie 


Annual Cost of Capital per 
Grain Boxcar 54.17 


Annual Average Car-Miles per Freight 
Car on CNR 22,453 


Depreciation and Cost of Capital are 
apportioned 80 percent to Car-Days 
at 365 days per year and 20 percent 
to Car-Miles 


Depreciation per Car-Day $ .17035 
Depreciation per Car-Mile .00069 
Cost of Capital per Car-Day . 11873 
Cost of Capital per Car-Mile .00048 


The foregoing unit costs apply to grain boxcars which account 
for 87.35 percent of grain carloads, an additional 6.16 per- 

cent being in railway-owned covered hoppers and 6.49 percent 

jn Canadian Wheat Board covered hoppers. The railway incurs 

neither depreciation cost nor cost of capital for the latter 

of these. 


Depreciation and Cost of Capital 
Unit Costs for Rai lway-Owned 
Covered Hopper Cars 


Depreciation per Car-Day $ .62064 
Depreciation per Car-Mile .00378 
Cost of Capital per Car-Day .72607 
Cost of Capital per Car-Mile .00442 


Weighting by the percentages of use, 
above, leads to the following weighted 
average unit costs for depreciation 
and cost of capital for CNR grain cars: 


Depreciation per Car-Day $ . 18703 
Depreciation per Car-Mile .00084 
Cost of Capital per Car-Day . 14844 


Cost of Capital per Car-Mile .00069 
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GRAIN-SPECIFIC DEPRECIATION AND COST OF CAPITAL 


FOR CNR FREIGHT CARS, 1974 


(Continued) 
Unadjusted Depreciation 
Car-Day Element $1,480,327 
Car-Mile Element ___ 531,851 
Total $2.02, L278 
Unadjusted Cost of Capital 
Car-Day Element $1,731,769 
Car-Mile Element 626,033 
Total $2,357,802 
Car-Days 3,777 115 
Car-Miles 277,005,930 
Adjusted Depreciation 
Car-Day Element $ 706,434 
Car-Mile Element 232,685: 
Total $ 939,119 
Adjusted Cost of Capital 
Car-Day Element $ 560,675 
Car-Mile Element 191,134 


Total $ 751,809 


Overstatement resulting from 
use of factors for average 
boxcars instead of those used 


for grain 
Depreciation $1,073,059 
Cost of Capital 1,605,994 


Total $2,679,053 


Source: Exhibit AMS-1, attachment N8.? (revised) 
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GRAIN-SPECIFIC DEPRECIATION AND COST OF CAPITAL 


Weighted Average Investment Cost 
per Grain-Carrying Boxcar 


Original Investment 
Net Depreciated Investment 


Depreciation Rate 
Cost of Capital Rate 


Allowance for Income Tax on 
Cost of Capital 


Annual Depreciation Accrual per 
Grain Boxcar 


Annual Cost of Capital per 
Grain Boxcar 


Annual Allowance for Income Tax 
per Grain Boxcar 


Annual Average Car-Miles per 
Boxcar 


Depreciation and Cost of Capital are 
apportioned 80 percent to Car-Days 
at 365 days per year and 20 percent 
to Car-Miles 


Depreciation per Car-Day 
Depreciation per Car-Mile 
Cost of Capital per Car-Day 
Cost of Capital per Car-Mile 
Income Tax per Car-Day 
Income Tax per Car-Mile 


$ 


$ 


5,010 
ITS 


3.03% 
6.82% 


3.65% 


160.89 


118.40 


63.36 


21,808 < 


. 35264 
-00148 
~29991 
.00109 
- 13887 
.00058 


The foregoing unit costs apply to grain boxcars which account 
for 87.63 percent of grain carloads, an additional 3.83 percent 
being in railway-owned covered hoppers and 8.54 percent in 
Canadian Wheat Board covered hoppers, for which the railway 
incurs neither depreciation cost nor cost of capital. 


Depreciation, Cost of Capital and 
Income Tax Unit Costs for Railway- 
Owned Covered Hopper Cars 


Depreciation per Car-Day 
Depreciation per Car-Mile 
Cost of Capital per Car-Day 
Cost of Capital per Car-Mile 
Income Tax per Car-Day 
Income Tax per Car-Mile 


1.09584 
-00375 
alia a 
.00416 
-65064 
.00223 


GRAIN-SPECIFIC DEPRECIATION AND COST OF CAPITAL 
ee ee BO RA ree 


(Continued) 


Weighting by the percentages of use, 
above, leads to the following weighted 


average unit costs for depreciation 


and cost of capital for CP grain cars: 


Depreciation per Car-Day 
Depreciation per Car-Mile 
Cost of Capital per Car-Day 
Cost of Capital per Car-Mile 
Income Tax per Car-Day 
Income Tax per Car-Mile 


Unadjusted Depreciation 


Car-Day Element 
Car-Mile Element 


Unadjusted Cost of Capital 


Car-Day Element 
Car-Mile Element 


Unadjusted Income Tax 
Allowance 


Car-Day Element 
Car-Mile Element 


Car-Days 
Car-Miles 


Adjusted Depreciation 
Car-Day Element 
Car-Mile Element 


Adjusted Cost of Capital 


Car-Day Element 
Car-Mile Element 


Adjusted Income Tax 
Allowance 


Car-Day Element 
Car-Mile Element 


Total 


Total 


Total 


Total 


Total 


Total 


$ 


$ 


$ 


$ 
$ 


$ 


$ 


$ 
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. 35099 
-00144 


ne I 39H 
.0011) 
- 14661 


- 00060 


1,604,990 
447,143 
2,0525133 


1,780,596 
497,103 
2,277,699 


952,958 
266,316 


1,219,274 
3,689 ,207 
249 ,800 ,742 


1,294,875 
Boa sta 
1,654,588 


12 ON087 32 
277,279 


$ 


$ 


$ 


F,206,014 


540,875 
149,880 
690,755 
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GRAIN-SPECIFIC DEPRECIATION AND COST OF CAPITAL 
FOR CPR _BOXCARS 
(Continued) 


Overstatement resulting from use 
of factors for average boxcars 
instead of those used for grain 


Depreciation $ ~-5334309 
Cost of Capital ___ 989,688 

Subtotal $ 1,522,997 
Income Tax Allowance yy 528,519 


Total $2,051,016 


Source: Exhibit AMS-2, attaehment P7.7 (revised) 
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